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Failure of Depositor to Examine Bank Statements 
Precludes Recovery Against Bank 


Where, over a period of years, the general manager of a 
corporation deposited, without any authority, in a bank to his 
own personal account instead of to the corporation’s account, 
checks made payable to the order of the corporation, the latter’s 
failure to report any variance or discrepancy between its books 
and the periodic statements furnished it by the bank precludes 
any recovery by such corporation against such bank for con- 
version of the checks and the proceeds thereof, where the cor- 
poration had entrusted the duty of examining the statements 
to a dishonest bookkeeper. The fact that a certified accountant 
had made an annual balance-sheet audit of the corporation’s 
books without the audit revealing any variance does not excuse 
such failure of the corporation. Portsmouth Clay Products Co. 
v. National Bank of Portsmouth, Court of Appeals of Ohio, 
69 N. E. Rep. (2d) 6538. 

Among the officers of the plaintiff company in this case was 
one Judd, who in addition to being a director was vice-presi- 
dent, secretary and general manager. Both the plaintiff cor- 
poration and Judd did their respective banking business with 
the defendant bank, each having separate deposits therein. 
Judd had charge of both of these bank accounts and endorsed 
in the ususal course of business the corporate checks received 
by plaintiff, and payable to it, as payment for merchandise 
sold, by placing thereon the corporate endorsement and depos- 


NOTE—For similar decisions see B.L.J. Digest (Fifth Edition) § 572. 
93 
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iting the same to the plaintiff’s account in defendant bank. 
Commencing on or about February 18, 1989, and running 
to and including January 7, 1948, Judd, from time to time, 
added his individual name to that of the corporate en- 
dorsement and deposited these checks in his individual ac- 
count. Judd, as secretary, had charge of the books of the 
company and, both individually and in conspiracy with the 
bookkeeper, entered credit only on the company’s books in 
favor of those customers whose checks he had placed in plain- 
tiff’s account in defendant bank but entered no credit on the 
books to the customers whose checks he had placed in his own 
account in the same bank. By this method, the amount of the 
deposits and the credits entered in the records were made to 
agree. If and when the occasion required and Judd was forced 
to give credit to a customer, in so far as the bookkeeping me- 
chanics were concerned, he charged the necessary amount out 
of his expense or drawing account and credited the customer, 
which had the effect of keeping the books balanced although, 
of course, erroneously so. 

The record is replete with transactions on the part of Judd 


in his relationship with the bank and the books of the com-. 


pany, sufficient to establish that plaintiff company knew, or 
should have known, by the mere formality of reconciling the 
bank statements with its books, from the inception of the fraud 
to the end thereof, that something was materially wrong. At 
no time during this period did plaintiff company ever notify 
the defendant bank of any variance between the bank state- 
ments and plaintiff’s books or that anything was wrong in the 
conduct of its banking affairs as carried on by Judd. 

The Court found that plaintiff was negligent in its failure 
to reconcile and report any variance or discrepancy between 
its books and the bank statements furnished by defendant and 
that by reason of such neglect recovery on the part of the 
plaintiff is precluded. In its opinion, the Court stated in part 
as follows: 


The defendant bank in receiving the checks belonging to plaintiff 
and collecting the proceeds thereof, being plaintiff’s depository, had 
a positive duty to see that they were placed in plaintiff’s account, and 
in the event plaintiff company was not negligent, the bank is liable 
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for the acts of its employees in placing the money belonging to plain- 
tiff in the account of Judd. Potts & Co. Inc., v. Lafayette National 
Bank of Brooklyn, infra. 

There is much in the instant case touching the banking practice of 
defendant bank in its relationship with its depositors, the plaintiff and 
Judd. The president of defendant bank admits that this conduct was 
poor banking practice. This court does not want to be understood 
as condoning this conduct on the part of the defendant bank yet we 
are bound by certain definite rules of law in determining whether the 
plaintiff, by its own conduct, was guilty of negligence precluding 
recovery. 

The Court of Appeals for Franklin county, in the case of White 
Castle System, Inc., v. Huntington National Bank, 43 N.E. 2d 737, 
741; held in a similar situation: 

“Where it is the custom for the bank, and known to the customer 
. . «» to send out statements at certain intervals, it is the duty of 
the customer to examine such statements and reconcile [them] with 
their own books, and if there is a variance, report the error in a 
reasonable time.” 

Counsel for plaintiff, throughout their brief, insist that plaintiff 
company had no way of ascertaining the fraudulent diversions of Judd 
because the bookkeeper was co-operating with him in covering up and 
concealing Judd’s wrongdoing. That contention is answered in the 
White Castle case wherein the court held: 

“[The fact] That depositor had intrusted performance of its duty, 
to examine statements rendered it by bank and to give notice of errors 
therein, to dishonest employee who was diverting depositor’s checks, 
[does not] excuse depositor’s failure to notify bank of errors in ac- 
count, since depositor was chargeable with knowledge * * * which 
examination of statements by honest employees would have disclosed.” 

That principle of law is pronounced in many of the cases cited by 
counsel for both parties. 

It is further contended that by reason of plaintiff company having 
its books audited annually by a certified accountant, and that by 
reason of such audit not having disclosed the variance resulting from 
the transactions of Judd, it is conclusive that plaintiff company was 
not negligent. An examination of the testimony of the auditor dis- 
closes that only a balance sheet audit was made. His testimony is in 
effect that he only verified the balance at the close of the year. The 
evidence discloses that-when a detailed audit was made, after the book- 
keeper had confessed his part in aiding Judd, there was no difficulty 
in finding the discrepancy. Therefore, in the opinion of this court, 
the various audits made during the period of diversions neither added 
nor detracted from the responsibility of plaintiff company. 
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In the case of Erickson Co. v. Iowa National Bank, 211 Iowa 495, 
230 N.W. 842, the Supreme Court laid down the rule that although 
the principal is not chargeable with knowledge of his agent’s dishonest 
act adverse to the principal’s interest, he is nevertheless chargeable 
with knowledge of such facts as an honest agent would acquire in 
performing his duty in examining the bank statements. 

In the case of Potts & Co. Inc., v. Lafayette National Bank of 
Brooklyn, 269 N. Y. 181, 199 N.E. 50, 103 A.L.R. 1142, the purpose 
of an examination by a depositor of a statement of his account with 
a bank is ably discussed and it is emphasized that a failure on the part 
of the depositor to verify the correctness of the debits and credits 
shown has the effect of making the bank statement an account stated. 

It was held in that case that the intrustment by a depositor of its 
duty, to examine bank statements and give notice of errors therein, 
to a dishonest employee, who was diverting proceeds of depositor’s 
checks, did not excuse depositor’s failure to notify the bank of errors, 
since depositor was chargeable with knowledge that he had endorsed 
certain checks to the order of the bank and was charged with dis- 
closures which an examination of the statements by an honest employee 
would have made. 

Counsel for plaintiff in the instant case, both in oral argument and 
in brief, rely on the case of Wagner Trading Co. v. Battery Park 
National Bank, 228 N.Y. 7, 126 N.E. 347, 9 A.L.R. 340. In that 
case the plaintiff was not the depositor of defendant bank and conse- 
quently there was no banking relationship existing between them. 
Defendant could not send plaintiff bank statements because there were 
none to send. Therefore, plaintiff could not have been negligent be- 
cause it owed no duty to defendant bank to reconcile and report any 
variance as between plaintiff’s books and the deposits. 

It is urged that a different responsibility rests upon both the 
bank and the depositor in a case of fraud as distinguished from that 
of forgery. But so far as the responsibility of the depositor goes in 
reconciling the bank statements with its books the law is no different 
in either fraud or forgery. 

There is another feature of this case to which the tulad court called 
attention and that is the familiar rule that, where one of two innocent 
parties must suffer, justice requires that the loss be borne by him who 
is first at fault and who first put in operation the power which resulted 
in the loss. 

That principle was reaffirmed and applied by the Supreme Court of 
Ohio in Hillside Dairy Co. v. Cleveland Trust Co., 142 Ohio St. 507, 
53 N.E.2d 499, a case of forgery it is true, yet one in which it was 
held that the depositor could not recover when the loss was due to his 
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negligence through his continued, misplaced confidence in his own 
faithless employee. 

In the instant case, there is evidence in the record on the part of 
plaintiff company that indicates strongly that the plaintiff knew of 
the gambling and spending habits of Judd but because he seemed to 
make money for the plaintiff those faults were overlooked. 

A consideration of all the evidence in the instant case leads this 
court to the conclusion that the trial court was correct in its finding 
that plaintiff was negligent in its failure to reconcile and report any 
variance or discrepancy between its books and the bank statements 
furnished by defendant and that by reason of such neglect recovery 
on the part of the plaintiff is precluded. The judgment will be affirmed. 





Foreign Bank Entitled to Preferred Claim Against 
Assets of New York Agency 


An Iranian bank remitted various sums of money to several 
branches of Japanese bank located in different cities in Japan 
for the purpose of opening credits to be used in the purchase 
and shipment of goods from Japan to customers of Iranian 
bank in Iran. The remittances were made through the New 
York agency of the Japanese bank in 1941 before the outbreak 
of war between the United States and Japan. The credits 
were limited in time and were not used within the time fixed. 
Recognizing its obligation, the Japanese bank instructed its 
New York agency to make the refunds and the agency notified 
Iranian bank that it had been so instructed and would follow 
the instruction upon receipt of a license from the Federal Re- 
serve Bank which had become necessary by reason of the 
freezing regulations of the Federal Government. Before the 
license could be procured, war was declared and the Superin- 
tendent of Banks took over the assets of the New York agency 
of the bank. It was held that Iranian bank was entitled to a 
preferred claim against the assets of the New York agency. 
Banque Mellie Iran v. Yokohama Specie Bank, Limited, Su- 
preme Court, 64 N. Y. Supp. (2d) 804. In its opinion, the 
court said: 


The complaint asks judgment against the Japanese bank and the 
Superintendent, as liquidator, for all the moneys originally remitted 
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to Japan, with interest from December 2, 1941 (the date of the advice 
from the New York agency that the refund would be made), and ‘also 
asks judgment that plaintiff’s claim be preferred against the assets 
of the Japanese bank in the State of New York pursuant to section 
606 of the Banking Law. Claim for such preference (except as to 
an item of $8,701) was duly filed with the Superintendent and was 
rejected. 

The present motion is made by plaintiff for summary judgment 
against the Superintendent and he makes a cross-motion for summary 
judgment in his favor and in opposition to plaintiff’s motion he also 
asks that all proceedings on plaintiff’s part be stayed until normal 
communication between the United States and Japan has been resumed. 
The several motions are consolidated and will be disposed of together. 

The facts are not in dispute and summary judgment must be granted 
to one side or the other unless a stay is granted and prevents a judg- 
ment in plaintiff’s favor to which it might otherwise be entitled. 

The Superintendent’s application to stay proceedings by plaintiff 
is based on the ground that if communication with Japan were pos- 
sible, it might appear that during the period of hostilities between 
Japan and Iran (of which latter country plaintiff is a national) Japan 
seized any balances due from the Japanese bank to plaintiff and so 
any indebtedness due plaintiff may have been discharged by operation 
of law. 

Plaintiff’s right to share as a preferred creditor in the assets of 
the Japanese bank situate in the State of New York became vested 
on December 8, 1941, when the Superintendent of Banks took over 
the assets of the bank in this state. War between Iran and Japan 
was not declared until March 1, 1945. No authority is offered in 
support of the motion for a stay and it seems plain that even if such 
a confiscatory decree of the Japanese government were established, it 
would not be allowed to affect the disposition of the assets of the bank 
within this state. Bollack v. Societe Generale Pour Favoriser le 
Developpement du Commerce et de L’Industrie en France, 263 App. 
Div. 602, 833 N.Y.S.2d 986. The motion for a stay is accordingly 
denied. 

Plaintiff’s case is based on the contention that its claim arises out 
of transactions had by it with the New York agency of the Japanese 
bank and that its name appears as a creditor upon the books of that 
agency. These are the grounds of preference prescribed by section 606 
of the Banking Law. 

The evidence submitted wholly fails to sustain the claim that plain- 
tiff’s name appears as a creditor on the books of the agency. 

The contention that plaintiff’s claim arises out of transactions with 
the New York agency is disputed on the ground that its transactions 
with the agency would have given rise to no cause of action against 
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the agency if it had been a separate entity, since the agency fully 
performed all its obligations to plaintiff. The test of liability as an 
independent legal entity is prescribed by an amendment of the Bank- 
ing Law made by Chapter 65 of the Laws of 1946, approved February 
28, 1946, but the provision is not retroactive and section 606 of the 
statute in effect at the time of the transactions here in question con- 
tained no such provision. 

In the case of Singer v. Yokohama Specie Bank, 47 N.Y.S.2d 881, 
the court at Special Term held that the separate entity test was prop- 
erly applicable under the statute as it then stood and proceeded to 
show that the New York agency would not have been liable if it had 
been such separate entity. Summary judgment was accordingly 
granted in favor of defendant Superintendent of Banks. That judg- 
ment was reversed by the Court of Appeals, 293 N.Y. 542, 58 N.E.2d 
726, which thereby necessarily held either that the facts in that case 
established a liability on the part of the agency regarded as a sepa- 
rate entity or that the transactions between the plaintiff in that case 
and the agency were sufficient to bring the case within the statute 
without regard to the separate entity theory. In any event, the facts 
in the present case are stronger than in the case cited, since in this 
case the original remittances to Japan were made through the agency 
while in the Singer case the moneys had been deposited by the plain- 
tiff’s assignor with the Japanese bank and the only transaction between 
the agency and plaintiff’s assignor consisted in the giving and receipt 
of the advice by the agency that it had been instructed to refund the 
money. 

Adapting the language of the Court of Appeals in the Singer case 
to the present controversy, my conclusion is that the course of deal- 
ing which culminated in the advice to plaintiff by Yokohama Specie’s 
New York agency, given in accord with instructions from its home 
office in Japan, was a transaction had by a creditor (plaintiff) of a 
foreign corporation (Yokohama Specie) with its New York agency, 
within the provisions of section 606, subdivision 4, paragraph (a) of 
the Banking Law. It follows that plaintiff should have partial sum- 
mary judgment for $112,205.30 ($116,162.27 — $3,956.97) and inter- 
est on its first cause of action. Since the amount claimed in the second 
cause of action is included in the first, the motion for summary judg- 
ment on the second cause of action is dismissed. 

The third cause of action is for $3,701 for which a good cause 
of action against the Japanese bank is shown but for which no claim 
was presented to the Superintendent. Hence he is entitled to summary 
‘judgment on that cause of action. Banking Law, § 620, subd. 2. 

The action will be severed and may be continued as against the 
defendant bank. Settle order. 
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Get the FACTS from financial 
statement figures. 


Use these fully revealing, accurate 
techniques of statement analysis. 





Fractical useable manual supplies the key to sounder 
financial statement analysis by demonstrating tech- 
niques which will enable you to pull all of the vital 
important facts from the figures. Also points out the 
factors behind the statement which must be considered, 
such as manner in which the company meets its trade 
obligations, the record of its officials, etc., an authori- 
tative and dependable system of statement interpreta- 
tion—describes technique of sales analysis applicable 
to small business, of comparative and internal analysis 
of balance sheets, profit and loss statements, and sur- 
plus accounts, of businesses of all sizes, 


Just Published 


PRACTICAL FINANCIAL 
STATEMENT ANALYSIS 


By ROY A. FOULKE 


Vice-president, Dun and Bradstreet, Inc 


619 pages, 6 x 9, 70 schedules, 26 forms, $6.50 


HIS book takes a long step toward helping you make an effective tool of accounting by 

demonstrating the practical, workable techniques by which you may use financial state- 

ments to your own greatest advantage. It enables executives to check up on the efficiency 
of their own practices, investors to ascertain the condition of the business in which they hold 
stock, credit men to better judge the limit of their creditors, bankers to judge the true 
strength of a business or corporation with greater insight. 


Consult this highly practical manual for aids in statement analysis, 
information on financial statements, such as: 


Antecedent information important in large 
corporation 
Implication of slow trade payments 
Classification of balance sheet items 
Posting a comparative statement blank 
Contrast between small and large businesses 
Technique of sales analysis of small business 
Evolution in the use of current ratio 
Typical ratios of current assets to current 
liabilities 2 
Effect of seasonal operations on current lia- 
bilities 
Important features of long-term securities 
Typical _— of funded debt to net working 
capita 


BanKkers Pusiisoinc CoMPANY 


Need for inventory control 

Losses from falling prices 

Service element in modern business 

Computation of average collection period 

Desirability of consecutive yearly figures for 
balance sheets 

Manipulation of profit figures 

Effect of writing off and writing up de- 
preciable assets 

Subtle effect of downward appraisals 

Examples of break-even charts 

Explanation of capital surplus 

Reconciliation of surplus accounts 

Tendency toward making all charges to 
profit and loss 


465 Main Street, Cambridge, Mass. 


Enclosed find check for $6.50. Please send me postpaid a copy of “Prac- 
tical Financial Statement Analysis” by Roy A. Foulke. 
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Claim of Protection of Fiduciary Relation Between 
Bank and Customer Does Not Preclude Revenue 
Agents From Making Examination of Records 


It is the duty of a national bank, privileged and chartered 
by its Government to do business with the public, certainly 
no less than the duty of any other keeper of records, a corpora- 
tion or a private citizen, to co-operate with the agents of its 
Government, when called upon as a witness to produce any 
and all of its records of the financial transactions of its cus- 
tomers which relate or pertain to the income tax returns under 
investigation. 

A protection of a fiduciary relationship, claimed by the 
Bank in this case, can in nowise obviate such a duty. There 
is nothing so sacrosanct or privileged about the records of a 
bank’s transactions with its depositors, with whom there is a 
relationship of debtor and creditor, or about a fiduciary 
relationship with its customers, as to preclude agents of the 
revenue department from seeing those records for the pur- 
pose of determining what items therein relate to or are con- 
nected with the tax returns under investigation, even though 
such records may contain items immaterial to the returns 
being investigated. The internal revenue agent making the 
examination of the books, papers, records or memoranda bear- 
ing upon the matters required to be included in the income 
tax return, is therefore authorized to see items appearing in 
a record or paper, bearing upon the returns under investi- 
gation, other than the items in such records carried under the 
names of the parties under investigation. This was decided 
by the United States District Court, Alabama, in the case 
of United States v. First National Bank of Mobile, 67 Fed. 
Supp. 616, in the following opinion: 


The main issue in this cause is the answer to the following question: 
Is an agent of the Commissioner of Internal Revenue, acting under 
Section 3614(a) of the Internal Revenue Code of 1939, 26 U.S.C.A. 
Int.Rev.Code, § 3614(a), clothed with the authority to examine all 
the records of a banking institution which relate or pertain to the 
income tax returns of parties under investigation, when such records 


NOTE—For similar decisions see B.L.J. Digest (Fifth Edition) §§ 113-137. 
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contain also the names and financial transactions of other customers 
of the bank not named in the summons and whose income tax returns 
are not under investigation? 

As to the appropriate method of examination of the records of 
the bank, the following questions also arise: 

(1) In carrying out the purposes of Section 3614(a) of the In- 
ternal Revenue Code of 1939, is the agent of the Commissioner of 
Internal Revenue authorized to see items appearing in a record, book, 
paper, memorandum, etc., bearing upon the returns under investiga- 
tion, other than the items in such records carried under the names 
of the parties under investigation? 

(2) Is the official agent of the government, rather than the keeper 
of the records, authorized and charged with the duty, under said 
section, to determine what items appearing in the records are related 
to the tax returns under investigation? 

(3) If the name of one or more of the parties under investigation 
appears on any one or more pages of a record of the bank, is that 
entire record subject to examination by the tax official of the Govern- 
ment, to ascertain whether or not the names of parties under in- 
vestigation appear on other pages of said record, and whether there 
are other items in said record related to the return in question, even 
though such other items appear under the names of customers of the 
Bank whose returns are not under investigation? 

Section 3614(a) of the Internal Revenue Code of 1939, 26 U.S.C.A. 
Int.Rev.Code, § 3614(a), reads: “The Commissioner, for the purpose 
of ascertaining the correctness of any return or for the purpose of 
making a return where none has been made, is authorized, by any 
officer or employee of the Bureau of Internal Revenue, including the 
field service, designated by him for that purpose, to examine any 
books, papers, records, or memoranda bearing upon the matters re- 
quired to be included in the return, and may require the attendance 
of the person rendering the return of any officer or employee of such 
person, or the attendance of any other person having knowledge in 
the premises, and may take his testimony with reference to the matter 
required by law to be included in such return, with power to administer 
oaths to such person or persons.” 

Acting under the foregoing statute, on June 19, 1946, an agent 
of the Commissioner of the Internal Revenue Bureau of the Govern- 
ment, Mr. R. A. Cox, served upon the First National Bank of Mobile, 
Alabama, a summons ordering the Bank through its proper officials 
to appear and produce at a certain time and place “the following 
books and papers: Any and all records of whatever nature which 
pertain to or reflect the issuance of cashier’s checks, bills of exchange, 
certificates of deposit, drafts, or checks on other banks, to and for 
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the firm or to and for any of the individuals listed above irrespective 
of whether such records also pertain to similar transactions, with other 
persons or firms, during the years indicated.” bearing upon the in- 
come tax returns for the years 1940 to 1945, inclusive, of the parties 
named in the summons, viz., Gulf Coast Tobacco Co. and/or Joseph 
Mitchell, Rebecca F. Mitchell, Samuel J. Ripps and Anne M. Ripps; 
and to give testimony in the matter of their tax liability. 

The Bank refused to obey the summons; whereupon, on June 20, 
1946, the Honorable Albert J. Tully, United States Attorney of this 
Court, filed a petition, duly verified, seeking an order of this Court 
directing compliance by the Bank with the summons and granting 
such other or further relief as the Court deemed appropriate. 

The Bank then filed, on June 27, 1946, its verified answer, in which 
the authority of the Commissioner’s agent to issue the summons was 
denied and the petition was further resisted on the grounds: 

(a) That the exercise of the authority sought by the Tax Agent 
would violate the Fourth Amendment to the Constitution. 

(b) That the investigation sought to be made was unnecessary and 
unreasonable because of the unusual length of time, inconvenience, 
and expense incident thereto. 

(c) That the Bank owed those of its customers whose tax returns 
were not alleged to be under investigation the duty to resist such an 
examination of its records as here demanded by the official of the 
Government, in order to protect the accounts and financial trans- 
actions of such customers from a perusal and inspection by the official 
of the Government, and thereby prevent a breach of the fiduciary 
relationship existing between the Bank and such customers. 

The verified petition of the Government and the answer of the Bank 
were considered as the evidence in the cause in accordance with a 
stipulation between the attorneys in the case. 

The Bank contends: 

(1) That it has many thousands of customers; that its check and 
draft register during the period 1940-1945, inclusive, contains more 
than 220,000 items; that during said period its Recordak or photo- 
graphic records of out-of-town checks include more than 6,000,000 
items; that it maintains separate check and ledger accounts with 
respect to each customer, but that all cashier’s checks, bills of exchange, 
etc., recorded for each day, are commingled and contain the records 
of all such instruments with respect to any and all customers 
transacted on each day; that its photographic or Recordak records 
are made each day of the out-of-town checks handled by the Bank 
for its thousands of customers, and such transactions for all customers 
are included in the same records. 

(2) That in all books, records, memoranda, papers, etc., where 
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the transactions of the parties under investigation appear, the Bank 
is willing to point out and disclose any and all specific items showing 
transactions of the parties under investigation, but will cover or 
withhold from the eye of the official of the Government all other items 
or transactions of its customers who are not under investigation. 
The Bank further states that the parties under investigation have 
authorized said Bank and its officials to show to the Internal Revenue 
agents any and all of their transactions appearing on the records 
of the Bank, but the Bank is unwilling to have the agents see the 
records of and transactions by other customers which may appear in 
the same volumes, books, papers, etc., in which the names of the par- 
ties under investigation are to be found. 

(3) That the Bank is willing to search its own records, even though 
much time, effort and expense would be incurred, and select from its 
records those items which in the opinion of the Bank’s officials are rele- 
vant or pertinent to the income tax returns of the parties under 
investigation. 

(4) That the summons and petition here involved seek to give 
the tax agent the right to enter upon a “fishing expedition,” which 
would mean the exercise of authority that is so broad and sweeping 
as to constitute an unnecessary and unreasonable search of its books, 
records, papers, etc.; and that no such authority was granted by 
the Congress in the enactment of Section 3614(a), above quoted. 

The contention of the Government is as follows: 

(1) That while it recognizes a fiduciary relationship between the 
Bank and its customers, neither the Bank itself nor those customers 
whose returns are not under investigation can suffer an injury from 
such an examination, because the agent of the Government is authorized 
to select from the records of the Bank only such items and accounts 
as pertain or are related to or connected with the income tax returns 
under investigation. 

(2) That the examining agents are not permitted to disclose, 
under a heavy penalty of the law, the banking transactions of any 
customer whose tax return is not under investigation and not related 
to those returns being investigated. . 

(3) That the fact the Government official may see accounts in 
the course of his investigation other than those of the parties named 
in the summons does not and should not preclude the Government 
from making its own search of the records and having its agent, rather 
than the Bank officials determine which records of the Bank or items 
therein are related to or bear upon the income tax returns under in- 
vestigation. 

(4) That to permit the officers of the Bank to withhold from 
inspection any of the Bank’s records or items therein which they deem 
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unrelated or to be records which the official eye of the Government 
agent should not peruse, would destroy the very purposes of the 
section of the Internal Revenue Code above quoted by preventing a 
full and complete examination of such records, books, papers, etc., 
of the Bank, demanded in the summons. 

(5) That a search for escaped taxes is both necessary and lawful, 
and while such an investigation as here sought is a “fishing expedi- 
tion,” it is not one that is unreasonable, unnecessary or unlawful; 
that a third party (the Bank in this case), the owner and keeper 
of the records of the business acts and doings of a taxpayer under 
investigation, cannot claim the protection provided in the Fourth 
Amendment to the Constitution; that even the private papers, dis- 
closing the business of a citizen, may be examined by the appropriate 
authorities of the Government for such purposes. 

This Court, after much research and a study of the precedents 
cited by counsel on both sides, cannot agree with the contentions of 
the Bank and is of the opinion that the position of the Government 
is sound and in keeping with the intention of the lawmakers in the 
enactment of Section 3614(a). While no case is cited or to be found 
which involves facts and issues all identical with those here under 
consideration, there are cases, some of which are referred to here- 
after, in which questions have been passed upon that are similar to the 
fundamental issues here. 

In 1924, a question somewhat similar to the one at issue here, was 
presented to this Court in the case of United States v. First National 
Bank of Mobile, D.C., 295 F. 142, in which Judge Robert T. Ervin, 
now a retired judge of this Court, held, in a well-reasoned opinion, 
referring to the protection afforded by the Fourth Amendment to 
the Constitution, that the Bank, through its officers, is required, under 
the statute here involved, to produce books and records material to 
the ascertainment of the correctness of the income tax returns of a 
citizen and customer of the bank, and to give testimony relative there- 
to. This case was affirmed by the United States Supreme Court in 
267 U.S. 576, 45 S.Ct. 231, 69 L.Ed. 796. It has been referred to 
and quoted in several decisions since that date. 

In Brownson v. United States, 32 F.2d 844, 847, Judge Booth, 
of the Eighth Circuit, quoted from the opinion in the First National 
Bank case, supra, and, in addition, stated, “. . . that when a duly 
authorized governmental agency is making an investigation and is 
authorized to summon witnesses and require the production of books 
and papers, such authority extends not only to the production of the 
books and papers of the party or corporation under investigation, 
but also to the production of the relevant books and papers of third 
parties or corporations, all subject, of course, to the limitations 
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and conditions contained in the Fourth and Fifth Amendments to the 
United States Constitution.” 

In that case it was held that the superintendent of the office of a 
telegraph company should produce its records and documents relative 
to taxpayer’s receipt of certain sums of money by wire in an in- 
vestigation by the Internal Revenue Bureau concerning the liability of 
such taxpayer. 

In Miles v. United Founders Corporation, D.C., 5 F.Supp. 413, 
the court held that it was the duty of a corporation, where any question 
arises as to the taxability of transfers or exchanges of stock, to 
produce its books for examination by the government agent and to 
disclose the names of all exchanging stockholders so that the question 
of the income of each may be adjusted and assessed in accordance 
with the law. 

In In re International Corporation Co., Inc., D.C., 5 F.Supp. 
608, 612, Judge Knox of the Southern District of New York, whose 
opinions are regarded throughout the nation as sound and able, held 
that there was no question of a Constitutional right violated in com- 
pelling the production of all the records of a corporation, which was 
engaged in the business of assisting lawyers in the organization of 
foreign corporations, wherever such records related to income tax 
liability, including the names and addresses of all persons for whom 
corporations were organized; furthermore, that for investigation of 
income tax returns, the Commissioner through his agents might com- 
pel the production of all the records of the corporation, even though 
these records contained also items of specific transactions which did 
not relate to the subject matters under investigation. 

Judge Knox approved, as a whole, the order requiring the produc- 
tion of all the books, papers, etc., with the exception of the words 
appearing therein, “and the names of such corporations,” holding 
that the materiality of the names of the corporations had not been 
demonstrated by the Government; he added, however: “But, in grant- 
ing this relief, I do not mean that the government may not require the 
production of books or records in which such information may appear, 
if it be that such books and records contain other information to 
which the Commissioner is entitled. In other words, the company 
cannot resist producing books of account pertinent to the inquiry 
upon the ground that they also contain the names of corporations 
which petitioner has organized.” 

It was also held in that case that if the taxpayer himself were per- 
mitted to determine which items in his records are relevant to his 
income taxes, and if the Government were precluded from seeing those 
which the taxpayer adjudges to be irrelevant or unrelated, then the 
payment of such taxes would become a voluntary process on the part 
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of the taxpayer; that such an investigation is not the type of “fishing 
expedition” as is condemned under the law. 

In the case of Cooley v. Bergin et al., D.C., 27 F.2d 930, 932, peti- 
tion was filed by a depositor, setting forth the summons and asking an 
injunction restraining the bank from producing or submitting to the 
agent of the Commissioner its books, papers and records in its pos- 
session and under its control until the court determined which of said 
books, papers and records, if any, the bank should produce in ac- 
cordance with the terms of the summons. In that case the learned 
Judge Brewster denied the petition and stated: “The mere fact that 
the books contain entries of deposits by the petitioner of money of other 
persons would not, in my opinion, warrant the bank in refusing to give 
any information whatever. Bankers are frequently summoned to court 
to give testimony respecting, and to produce records of, their dealings 
with depositors, and I have never heard it suggested that a bank could 
refuse to respond to the summons because the books contained imma- 
terial entries. Nor is the bank permitted to be the sole judge of what 
is material. The evidence is produced and the relevancy determined by 
proper authorities after explanation. No rights of the depositors can 
be said to be invaded by such a proceeding, even if the result is to dis- 
close transactions that have no bearing upon the matters in issue.” 

After quoting from United States v. First National Bank of Mobile, 
supra, Judge Brewster continued: 

“In the case at bar any entry on the books of the bank that does 
not show income, or does not relate to ‘matter required to be included 
in the return’ of the petitioner, can be explained and excluded, without 
working any substantial injury to any one. 

“A national bank is a public institution, receiving a valuable fran- 
chise from the government, and it should recognize an obligation to 
aid the federal authorities in the administration of its laws, so far as 
it is compatible with its duty to its customers.” 

While the setting or facts in the case of Cooley v. Bergin are different 
from the case at bar, in that the bank in that case offered no objection 
to compliance with the summons, and the action was brought by a 
depositor, and here the situation is the reverse in that the Bank is 
resisting the production of its records, there is a similarity in the prin- 
ciples and issues determined by Judge Brewster in his reference to the 
duty of a national bank to cooperate with an agency of the Govern- 
ment, and to the examination of records which contain entries that 
are immaterial to the subject matter under investigation. 

Counsel for the Bank cites with considerable force the case of Federal 
Trade Commission v. American Tobacco Co., 264 U.S. 298, 44 S.Ct. 
336, 68 L.Ed. 696, 32 A.L.R. 786, wherein it was held that the Trade 
Commission, acting under a Senate Resolution and the Commission’s 
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interpretation of a federal statute, sought to enter upon a “fishing 
expedition” such as is condemned under the Fourth Amendment; ‘that 
it was unreasonable to permit the Trade Commission to enter upon 
an examination of all the books and papers of a corporation en a 
possibility that such records might disclose evidence of criminal acts 
on the part of the corporation. 

In reviewing the opinion of Mr. Justice Holmes in the Tobacco Co., 
case, it should be noted that in the following year the Supreme Court 
approved United States v. First National Bank of Mobile, supra, which 
held that the keeper of records bearing upon income tax returns must 
produce such records for examination and appear to testify relative to 
items of such records bearing upon the returns under investigation. 
And in 1942, the question of the extent, necessity and propriety of 
examining records of a manufacturer under the Walsh-Healey Act was 
passed upon in the case of Endicott Johnson Corp. et al. v. Perkins, 
Secretary of Labor, 317 U.S. 501, 63 S.Ct. 339, 87 L.Ed. 424, in 
which the authority to compel the production of records and to make 
the examination was sustained over objections similar to those pre- 
sented in the American Tobacco Co. case. The American Tobacco Co. 
case was one of the cases relied on by the manufacturer in his objection 
to the examination. 

This Court cannot agree that the decision on the facts and condi- 
tions under which the petition was filed in the Tobacco Co. case is de- 
terminative of the issues here involved. Here, the Bank itself is not 
being investigated upon the possibility of discovering a wrongful act 
of the Bank, as was the respondent in the Tobacco Co. case; it is not 
called upon to produce evidence which might be self-incriminating, but 
is simply called as a witness to produce its records and testify as to 
the business of its customers which relates to the income tax returns 
under investigation. 

The Bank relies strongly upon the case of Martin v. Chandis Se- 
curities Co. et al., 9 Cir., 128 F.2d 731. In that case, from the facts 
quoted in the opinion, the examination was held to be unnecessary, 
and indeed it was, under Section 3631 of the Internal Revenue Code 
of 1989, 26 U.S.C.A. Int.Rev.Code, § 3631, which provides as fol- 
lows: “No taxpayer shall be subjected to unnecessary examinations 
or investigations, and only one inspection of a taxpayer’s books of 
account shall be made for each taxable year unless the taxpayer 
requests otherwise or unless the Commissioner, after investigation, 
notifies the taxpayer in writing that an additional inspection is 
necessary. ” 


The petition, filed in March 1940, alleged that an income tax re- 
turn for the year 1930 was under investigation, and that respondents 
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had under their control certain records bearing upon the matters 
required to be included in the return. The respondents properly 
contended that the time for further assessment of taxes for the year 
1980 had long expired, unless the return was false or fraudulent; 
that the examination was unnecessary and violative of the above- 
quoted statute; and that all records requested had theretofore been 
examined by the Commissioner’s agents in connection with the so- 
called “interest income” then under examination. The court held 
that no satisfactory proof of fraud was shown, and that the tax 
inquired about had long been assessed after previous investigations. 
This Court is of the opinion that the facts in that case present a 
situation very different from the one now being considered. 

Reference was made to Pacific Mills v. Keneflick, 1 Cir., 99 F.2d 
* 188, wherein the facts showed that more than ten years had expired 
after a thorough and complete examination of the books of the com- 
pany by a tax agent, whose report covered seventy pages after two- 
and-a-half months’ search. No contention was made that the report 
or examination was inadequate or erroneous, and it was agreed that 
the time for any further assessment of taxes for the years 1918- 
1919 had long gone by; that all refunds had been finally rejected, 
and in reality there was no question open between the Commissioner 
and the Pacific Mills relating to the assessment or refund of taxes 
for the years in question, and no fraud was charged. Even in that 
case the court said it was not impressed with the suggestion that the 
examination was so unreasonable as to constitute a violation of the 
Fourth Amendment, but it was in violation of the statute designed 
to protect the taxpayer from unnecessary examinations, investiga- 
tions or harassment. The Pacific Mills case was in effect an effort 
to obtain evidence in the defense of a suit against a Mr. Nichols, a 
former Collector of taxes, for an alleged overpayment for the years 
involved. Certainly it cannot be contended that the Pacific Mills 
case is similar to the one at bar. 

All recognize it is incumbent upon courts, as suggested by Judge 
Chesnut in In re Andrews’ Tax Liability, 'D.C., 18 F.Supp. 804, 807, 
now, as in the past, “to vigilantly protect the citizen against un- 
reasonable and oppressive inquisitorial investigations instituted and 
conducted without probable cause,” as held in Jones v. Securities and 
Exchange Commission, 298 U.S. 1, 26, 56 S.Ct. 654, 662, 80 L.Ed. 
1015. The facts showed, in the Andrews’ Tax case, that such an 
investigation as there sought would involve harassment for the tax- 
payer, and repeated investigations which are and should be condemned. 
No one of the above questions is involved in the case now before this 
Court, and nowhere has it been found that the Fourth Amendment 
protects the owner and keeper of the records of a taxpayer’s business 
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transactions, or that the taxpayer may invoke the Fourth Amend- 
ment on behalf of a third party, the keeper of his records. 

With brief reference to In re Keegan, D.C., 18 F.Supp. 746, there 
it was held, in refusing to vacate an order theretofore issued direct- 
ing Keegan to appear and testify about certain records and trans- 
actions relating to customers’ tax liability, that there was no ground 
for a claim of violation of the Fourth Amendment; that if the in- 
vestigation was a “fishing expedition,” it was none the less an 
examination the revenue officers were entitled to make; and that while 
no fraud was charged or proved, the examination would determine 
whether or not there was fraud, and such examination was proper. 

In Re Upham’s Income Tax, D.C., 18 F.Supp. 737, Judge Patter- 
son refused to vacate summonses similar to the order in the Keegan 
case, holding that unreasonableness was not shown and that if tax 
returns were not properly checked, tax-paying would become volun- 
tary. 

In Bolich v. Rubel, 67 F.2d 894, the United States Court of 
Appeals, Second Circuit, affirmed the District Court’s order direct- 
ing the production by Rubel, the president of several corporations, 
of the books of those corporations for examination, holding that no 
constitutional question was involved; that even though the respondent 
claimed the Commissioner had already once examined the books thor- 
oughly, the order was proper. 

Without further comment on or reference to any other cases cited 
by petitioner and respondent, none of which can be relied on as a 
guide or fixed rule or as determinative of the issues in the case at 
bar, consideration is now given, as set forth below, to the contention 
of the respondent Bank with reference to the reasonableness of the 
procedure of the agent of the Tax Commissioner, and more especially 
the contention that there is a duty resting on the Bank here to re- 
sist the summons and petition because of a fiduciary relationship with 
its customers. 

The respondent does not deny the authority of the Government 
official to examine records under the statute here involved; but it 
objects to the method adopted and to the form and substance of the 
summons served upon it, because thereunder the Bank claims the 
agent examiner, in those records containing items relative to the tax 
returns under investigation, may see unrelated items not called for 
in the summons and petition, and the examiner is not authorized to 
see such unrelated items which are, or may be, commingled in such 
records with items specifically demanded. 

It would seem unnecessary to note that the very purpose of the 
examination is to see all of the records to determine which items in 
any record, book, paper, etc., are related to the tax returns in question. 
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Likewise it is unnecessary to repeat that no constitutional question, 
as claimed by the respondent, is involved in this cause. 

Nearly a generation ago, our lawmakers realized the necessity, 
in carrying out the law imposing a tax on incomes, of providing for 
an examination of the records of the taxpayer’s business transactions 
or sources of income, kept by himself or by a third party. When 
they authorized the Commissioner of Internal Revenue or his agent, 
“to examine any books, papers, records, or memoranda bearing upon 
the matters required to be included in the return” under investigation, 
they intended a full and complete investigation of such books, records, 
etc., and not an examination partially or partly made. If the official 
of the Government is not permitted to examine a record in its en- 
tirety, he could not properly perform the duty imposed upon him. 

To produce or submit for examination only a part of the record 
and withhold the remaining part or parts, as the respondent in this 
case offered to do, is not such a production or submission of the 
records for examination as contemplated in Section 3614(a). The 
suggestion of the First National Bank, therefore, that in its records, 
and especially in those containing commingled accounts, it should be 
permitted to disclose some items but withhold others, is untenable. 

All agree that a bank should protect its business records from 
the prying eyes of the public, moved by curiosity or malice. No one 
questions its right to protect its fiduciary relationship with its cus- 
tomers, which, in sound banking practice, as a matter of common 
knowledge, is done everywhere. 

The Congress, realizing that sound business practices demand the 
proper safeguards for the privacy of business records, and cognizant 
of the possible abuse even of investigatory authority, has endeavored 
to give protection by a statute which, in an administrative procedure 
of this kind, prohibits any agent of the Government from divulging 
or publishing “in any manner whatever not provided by law” the 
amounts or sources of income, shown in any tax return. A violation 
of his duty in this respect would subject the agent to criminal 
prosecution, with a maximum penalty of a $1,000 fine, twelve months’ 
imprisonment, and dismissal from the service. See Section 55(f) (1), 
Internal Revenue Code 1939, 26 U.S.C.A. Int.Rev.Code, § 55(f) 
(1). Moreover, many years ago, Congress, mindful of the convenience 
and rights of citizens who pay income taxes, in an effort to be fair 
and just with the taxpayer, enacted Section 3631 (referred to and 
quoted, supra, in Martin v. Chandis Securities Co.) designed to pre- 
vent harassing, cumulative, and unnecessary examinations of the rec- 
ords of a taxpayer’s business. There are involved in this case, 
however, no such rights of the respondent or any of its customers as 
are sought to be protected in Section 3681. 
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Regardless of our innate prejudices against any curious or snoop- 
ing eye, including that of any government official who might abuse 
his authority, we must recognize that the payment of taxes is not 
regarded as, nor is it, a voluntary act, but a duty which must often- 
times be compelled for the public welfare. We must likewise recognize 
the difference between the snooping or curious eye of the general 
public, and the official eye of the agents of the Government, especially 
when such agents cannot, acting within the law, abuse their authority, 
and are presumed to do their duty. 

No one has ever objected to regular or periodical examination of 
banks by bank examiners, both state and national, authorized by law 
to investigate or examine the business of banks and their financial 
stability. Such agents of the government without question may see 
each and every item of every record in a bank. Likewise here, under 
Section 3614(a), we have another official examiner or agent of the 
Government clothed with the authority and charged with the duty 
to inspect the records of a bank or of any other keeper of records, 
for the purpose of ascertaining the correctness of income tax returns. 
While the agent in this case represents the tax examiner, both the 
bank examiner and the revenue agent are performing a public func- 
tion. The welfare of the public doing business with the bank, as well 
as the bank itself, is involved in one examination, while the necessary 
function of providing revenue for the Government is involved in the 
other. In both instances the public is being served. 

It is the duty of every citizen to furnish, when called upon, evidence 
relative to a default of any other citizen in his civic responsibilities 
and his evasion or violation of the law. It is the duty of a national 
bank, privileged and chartered by its Government to do business with 
the public, certainly no less than the duty of any other keeper of 
records, a corporation or a private citizen, to cooperate with the 
agents of its Government, when called upon as a witness to produce 
any and all of its records of the financial transactions of its customers 
which relate or pertain to the income tax returns under investigation. 
A protection of a fiduciary relationship, claimed by the Bank in 
this case, can in nowise obviate such a duty. 

There is nothing so sacrosanct or privileged about the records of 
a bank’s transactions with its depositors, with whom there is a rela- 
tionship of debtor and creditor, or about a fiduciary relationship with 
its customers, as to preclude agents of the revenue department from 
seeing those records for the purpose of determining what items therein 
relate to or are connected with the tax returns under investigation, 
even though such records may contain items immaterial to the returns 
being investigated. 

Assuming the officials of a bank or keepers of records are willing, 
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as suggested here, on their own time and at their own expense, to 
point out one or more items of the record known to be related to the 
tax return under investigation, but are permitted to cover up or 
withhold from the Government official any or all other items, the bank 
officials or keepers of records would then become the examiners of 
their own records and adjudge or determine for themselves whether 
or not any of the other items or names in the same volume or record 
are related to or bear upon the tax returns under investigation. 
Clearly this would not be such an examination of records as contem- 
plated by our lawmakers. 


Had Congress intended that such an examination by the keeper of 
records would suffice, it would have provided for the acceptance of a 
certificate by the keeper of the records, setting forth what the records 
contain, instead of providing an examination of records by an official 
of the government. If such an examination as the Bank suggests 
were permitted, it would make possible in many instances an avoidance 
of the painful process of paying taxes; it would empower the keeper 
of records, if he so desired, by withholding from investigation the 
items he himself deemed irrelevant, not only to shield or protect a 
delinquent taxpayer, but he could also obstruct the administration of 
justice, in case of fraud in a tax return growing out of collusion 
or conspiracy to evade the law, between the party under investigation 
and any one or more citizens or customers, when or wherever their 
business transactions appear in the same records. Indeed, he could 
avoid any penalty for himself should he be a party to such unlawful 
evasion of taxes. 

There is no presumption here that the officials of the respondent 
have deliberately refused, or would refuse, with any ulterior motive, 
to cooperate with the agents of the Government, and no suggestion 
to the contrary is, or has been, made. It must be realized, however, 
that all keepers of a taxpayers records are subject alike to the Act 
of Congress here involved, and the law has drawn no line between 
taxpayers and those keepers of their business records who act in 
good faith, and those who fail to do so. 

It cannot be assumed in the investigation sought here that the offi- 
cials of the Government will abuse their authority in carrying out 
the order of the Court, which is to examine the books, papers, etc., 
of the Bank, related to or connected with the returns under investiga- 
tion, and take therefrom only those names or specific items which are 
related to the income tax returns of the parties named in the sum- 
mons. 

It is impossible for this Court to see how any customer of the Bank 
not named in the summons can suffer an injury, or how the Bank, 
not itself under investigation, can be in the slightest danger of a ma- 
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terial injury of any kind, or how any fiduciary relationship between 
the Bank and its customers can be disturbed by a compliance with 
the order of the Court in this case. 

The Court answers the questions it initially propounded in the 
affirmative, and holds: 

(1) That no Constitutional right of the Bank is involved in this 
cause. 

(2) That the examination sought here is not such a “fishing ex- 
pedition” as is condemned under the law. 

(3) That the examination sought in the petition of the United 
States Attorney is not unreasonable and not unnecessary, but is a 
proper and lawful function of the Commissioner of Internal Revenue. 

An appropriate order has been entered. 


Suit Regarding Removal of Bank Directors 


On January 6, 1947, the United States Supreme Court sus- 
tained an order of the Board of Governors of the Federal 
Reserve System removing from office John Agnew and F. O. 
Fayerweather as directors of a national bank in Paterson, New 
Jersey. The case was taken to the Supreme Court on certiorari 
to the United States Court of Appeals for the District of 
Columbia which had reviewed the case on the merits and ruled 
against the Board by reversing the decision of the District 
Court of the United States for the District of Columbia dis- 
missing the suit filed by Messrs. Agnew and: Fayerweather for 
judicial review and enjoinment of the Board’s action. Sum- 
maries of the earlier proceedings in this case are published in 
the FEDERAL RESERVE BULLETIN for July 1945, pages 645, 646, 
and the FEDERAL REsERVE BULLETIN for March 1946, pages 
251, 252. 


The Board’s removal order, issued under section 30 of the 
Banking Act of 1938, was predicated upon a finding that 
Messrs. Agnew and Fayerweather had violated section 82 of 
the Banking Act of 1988, which prohibits any officer, director 
or employee of any company, partnership, or individual, 
primarily engaged in the business of underwriting securities, 
from serving at the same time as an officer, director or employee 
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of any member bank of the Federal Reserve System. The suit 
against the Board was based upon the contention that the words 
“primarily engaged” in section 82 limited the statute’s appli- 
cation to cases in which the underwriting business of the securi- 
ties company is first in volume as compared with other 
businesses in which it is engaged and that, since this was not 
true of the securities company of which Messrs. Agnew and 
Fayerweather were employees, the statute was not applicable 
to them. 


In reversing the decision of the Court of Appeals, the 
Supreme Court was unanimous in holding that the Board did 
not transcend its authority by applying section 82 to a situa- 
tion where the underwriting was not first in volume as com- 
pared with other businesses of the company involved, and that 
the word “primarily” was not limited in meaning to “chiefly” 
or “principally” and that it meant “substantiality” as well. 
The majority of the Court was of the opinion that the deter- 
mination of the extent of the authority granted to the Board to 
issue removal orders under section 80 is subject to judicial 
review; but in a concurring opinion, two Justices were of the 
view that the question presented on the merits should be re- 
viewable only for abuse of discretion. Board of Governors of 
the Federal Reserve System et al., Petitioners v. John Agnew, 
F. O. Fayerweather, Supreme Court of the United States, No. 
60—October Term, 1946.* 


The opinions in the Supreme Court are set forth below: 


This case, here on certiorari to the Court of Appeals of the District 
of Columbia, presents important problems under §30 and §32 of the 
Banking Act of 1933, 48 Stat. 162, 183, as amended, 49 Stat. 704, 709, 12 
U. S. C. §§ 77, 78. 


Section 30 of the Act provides that the Comptroller of the Currency, 
whenever he is of the opinion that a director or officer of a national 
bank has violated any law relating to the bank, shall warn him to dis- 
continue the violation and, if the violation continues, may certify the 
facts to the Board of Governors of the Federal Reserve System. The 
Board is granted power to order that the director or officer be removed 


* January, 1947, Federal Reserve Bulletin 
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from office if it finds after notice and a reasonable opportunity to be 
heard that he has continued to violate the law. 

Section $2 of the Act prohibits, inter alia, any partner or employee 
of any partnership “primarily engaged in the issue, flotation, under- 
writing, public sale, or distribution, at wholesale or retail, or through 
syndicate participation, of stocks, bonds, or other similar securities” 
from serving at the same time as an officer, director, or employee of a 
member bank.” 

Pursuant to the procedure outlined in § 30 the Board ordered re- 
spondents removed from office as directors of the Paterson National 
Bank on the ground that they were employees of a firm “primarily 
engaged” in underwriting within the meaning of § 32. Respondents 
brought suit in the District Court of the District of Columbia to review 
the action of the Board or to enjoin its action. The District Court 
dismissed the complaint. The Court of Appeals reversed by a divided 
vote, holding that the Board exceeded its authority and that an injunc- 
tion should issue. 153 F. 2d 785. 

First. The Board contends that the removal orders of the Board 
made under § 30 are not subject to judicial review in the absence of a 
charge of fraud. It relies on the absence of an express right of review 
and on the nature of the federal bank supervisory scheme of which § 30 
is an integral part. Cf. Adams v. Nagle, 303 U. S. 532; Switchmen’s 
Union v. Mediation Board, 320 U. S. 297; Estep v. United States, 327 
U. S. 114. A majority of the Court, however, is of the opinion that 
the determination of the extent of the authority granted the Board to 
issue removal orders under § 30 of the Act is subject to judicial review 
and that the District Court is authorized to enjoin the removal if the 
Board transcends its bounds and acts beyond the limits of its statutory 
grant of authority. See American School of Magnetic Healing v. Mc- 
Annulty, 187 U.S. 94; Philadelphia Co. v. Stimson, 223 U. S. 605, 620; 
Stark v. Wickard, 321 U.S. 288, 309-310. That being decided, it seems 
plain that the claim to the office of director is such a personal one as 
warrants judicial consideration of the controversy. Cf. Colwmbia 
Broadcasting System v. United States, 316 U. S. 407; Stark v. Wick- 
ard, supra, p. 805. 


Section 80 also provides: 
“That such order and findings of fact upon which it is based shall not be made public 
or disclosed to anyone except the director or officer involved and the directors of the 
bank involved, otherwise than in connection with proceedings for a violation of ithis sec- 
tion. Any such director or officer removed from office as herein provided who thereafter 
participates in any manner in the management of such bank shall be fined not more than 
$5,000, or imprisoned for not more than five years, or both, in the discretion of the co 

*Not material here is an exception “in limited classes of cases in which the Board 
of Governors of the Federal Reserve System may allow such service by general regula- 
tions when in the judgment of the said Board it would not unduly influence the invest- 
— art of such member bank or the advice it gives its customers regarding invest- 
men! ” 
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Second. We come then to the merits. Respondents for a number ‘of 
years have been directors of the Paterson National Bank, a national 
banking association and a member of the Federal Reserve System. Since 
1941 they have been employed by Eastman, Dillon & Co., a partnership, 
which holds itself out as being “Underwriters, Distributors, Dealers and 
Brokers in Industrial, Railroad, Public Utility and Municipal Securities.” 
During the fiscal year ending February 28, 1943, its gross income from 
the underwriting field*? was 26 per cent of its gross income from all 
sources, while its gross income from the brokerage business was 42 per- 
cent of its gross income from all sources. The same percentages for the 
fiscal year ending February 29, 1944, were 32 per cent and 47 per cent 
respectively; and for the period from March 1, 1944, to July 31, 1944, 
39 per cent and 40 per cent respectively. Of the total number of trans- 
actions, as well as the total market value of the securities bought and 
sold by the firm as broker and as dealer for an indefinite period prior to 
September 20, 1943, about 15 per cent were in the underwriting field. 
The firm is active in the underwriting field, getting what business it can. 
In 1943 it ranked ninth among 94 leading investment bankers in the 
country with respect to its total participations in underwritings of bonds. 
For a time during 1943 it ranked first among the underwriters of the 
country. Apart from municipals and rails, its participation in under- 
writings during 1943 amounted to $14,657,000. Since October, 1941, re- 
spondent have done no business with the bank other than a strictly 
commission business with its customers. Nor has the firm done business 
with the bank since the fall of 1941. 

These are the essential facts found by the Board. 

On the basis of these facts the Board concluded that during the times 
relevant here Eastman, Dillon & Co. was “primarily engaged” in the 
underwriting business and that respondents, being employees of the 
firm, were disqualified from serving as directors of the bank. 

The Court of Appeals concluded that when applied to a single sub- 
ject “primary” means first, chief, or principal; that a firm is not 
“primarily engaged” in underwriting when underwriting is not by any 
standard its chief or principal business. Since this firm’s underwriting 
business did not by any quantitative test exceed 50 per cent of its 
total business, the court held that it was not “primarily engaged” in 
the underwriting business within the meaning of § 32 of the Act. 

We take a different view. It is true that “primary” when applied to 
a single subject often means first, chief, or principal. But that is not 
always the case. For other accepted and common meanings of 
“primarily” are “essentially” (Oxford English Dictionary) or “fun- 


*The issue, flotation, underwriting, public sale or distribution, at wholesale or retail 
or through syndicate participation, of stocks, bonds or other similar securities. The firm 
does not deal in United States Government bonds. 
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damentally” (Webster’s New International). An activity or function 
may be “primary” in that sense if it is substantial. If the underwriting 
business of a firm‘is substantial, the firm is engaged in the underwriting 
business in a primary way though by any quantitative test under- 
writing may not be its chief or principal activity. On the facts in this 
record we would find it hard to say that underwriting was not one 
primary activity of the firm and brokerage another. If “primarily” is 
not used in the sense we suggest then the firm is not “primarily en- 
gaged” in any line of business though it specializes in at least two and 
does a substantial amount of each. One might as well say that a 
professional man is not “primarily engaged” in his profession though 
he holds himself out to serve all comers and devotes substantial time 
to the practice but makes the greater share of his income on the stock 
market. 

That is the construction given the Act by the Board. And it is, 
we think, not only permissible but also more consonant with the legis- 
lative purpose than the construction which the Court of Appeals 
adopted. Firms which do underwriting also engage in numerous other 
activities. The Board indeed observed that if one was not “primarily 
engaged” in underwriting unless by some quantitative test it was his 
principal activity, then §32 would apply to no one. Moreover, the evil 
at which the section was aimed is not one likely to emerge only when 
the firm with which a bank director is connected has an underwriting 
business which exceeds 50 per cent of its total business. Section 32 is 
directed to the probability or likelihood, based on the experience of 
the 1920’s that a bank director interested in the underwriting busi- 
ness may use his influence in the bank to involve it or its customers 
in securities which his underwriting house has in its portfolio or has 
committed itself to take. That likelihood or probability does not de- 
pend on whether the firm’s underwriting business exceeds 50 per cent 
of its total business. It might, of course, exist whatever the proportion 
of the underwriting business. But Congress did not go the whole 
way; it drew the line where the need was thought to be the greatest. 
And the line between substantial and unsubstantial seems to us to 
be the one indicated by the words “primarily engaged.” — 

There is other intrinsic evidence in the Banking Act of 1933 to sup- 
port our conclusion. Section 20 of the Act outlaws affiliation’ of a 
member bank with an organization “engaged principally” in the 
underwriting business. Section 19 provides control over bank holding 
companies. In order to vote its stock in controlled banks a bank 
holding company must show that it does not own, control, or have 


‘Defined in § 2(b) as direct or indirect ownership or control of more than 50 per 
cent of the voting stock, common ownership or control of 50 per cent or more of such 
voting stock, or a majority of common directors of the organization in question. 
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any interest in, and is not participating in the management or direc- 
tion of any organization “engaged principally” in the underwriting 
business. On the other hand, when Congress came to deal with the 
practice of underwriters taking checking deposits, it used language 
different from what it used either in §§ 19 and 20 on the one hand or 
in §32 on the other. By §21 it prohibited any organization “engaged” 
in the underwriting business “to engage at the same time to any ex- 
tent whatever” in the business of receiving checking deposits. Thus 
within the same Act we find Congress dealing with several types of 
underwriting firms—those “engaged” in underwriting, those “primarily 
engaged” in underwriting, those “engaged principally” in underwriting. 
The inference seems reasonable to us that Congress by the words it 
chose marked a distinction which we should not obliterate by reading 
“primarily” to mean “principally.” 

The Court of Appeals laid some stress on the fact that Congress 
did not abolish the bank affiliate system but only those underwriter 
affiliates which were under the control of a member bank or which were 
under a common control with it.’ Section 20. Since Congress made 
majority control critical under §20, it was thought that under §32 a 
firm was not “primarily engaged” in underwriting unless underwriting 
constituted a majority of its business. But the two situations are not 
comparable. In §32 Congress was not dealing with the problem of 
control of underwriters by banks or vice versa. The prohibited nexus 
is in no way dependent on the presence or absence of control, nor 
would it be made so even if “primarily engaged” in underwriting were 
construed to mean principally engaged in that business. Section 32 
was designed, as we have said, to remove tempting opportunities from 
the management and personnel of member banks. In no realistic sense 
do those opportunities disappear merely because the underwriting 
activities of the outside firm with which the officer, director, or em- 
ployee is connected happens to fall below 51 per cent. Fifty-one per 
cent, which is relevant in terms of control, is irrelevant here. The 
fact then that Congress did not abolish underwriter affiliates serves 
as no guide in determining whether “primarily engaged” in under- 
writing as used in §32 means principally engaged or substantially en- 
gaged in that business. 


Section 32 is not concerned, of course, with any showing that the 
director in question has in fact been derelict in his duties or has in 
any way breached his fiduciary obligation to the bank. It is a pre- 
ventive or prophylactic measure. The fact that respondent have been 
scrupulous in their relationships to the bank is therefore immaterial. 

There is a suggestion that if “primarily” does not mean principally 


‘See note 4, supra. 
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but merely connotes substantiality, §32 constitutes an unlawful dele- 
gation of authority to the Board. But we think it plain under our deci- 
sions that if substantiality is the statutory guide, the limits of 
administrative action are sufficiently definite or ascertainable so as to 
survive challenge on the grounds of unconstitutionality. Sunshine 
Anthracite Coal Co. v. Adkins, 310 U.S. 381, 397-400; Opp Cotton Mills 
v. Administrator, 312 U. S. 126, 142-146; Yakus v. United States, 321 
U. S. 414, 424-428; Bowles v. Willingham, 321 U.S. 503, 512-516. 


MR. JUSTICE RUTLEDGE, concurring. 

If the question presented on the merits is reviewable judicially, in 
my opinion it is only for abuse of discretion by the Board of Governors. 
Not only because Congress has committed the system’s operation to 
their hands, but also because the system itself is a highly specialized 
and technical one, requiring expert and coordinated management in 
all its phases, I think their judgment should be conclusive upon any 
matter which, like this one, is open to reasonable difference of opinion. 
Their specialized experience gives them an advantage judges cannot 
possibly have, not only in dealing with the problems raised for their 
discretion by the system’s working, but also in ascertaining the mean- 
ing Congress had in mind in prescribing the standards by which they 
should administer it. Accordingly their judgment in such matters 
should be overturned only where there is no reasonable basis to sustain 
it or where they exercise it in a manner which clearly exceeds their 
statutory authority. 

In this case I cannot say that either of these things has occurred. 
The Board made its determination after the required statutory hear- 
ing on notice. 48 Stat. 162, 193, 12 U.S.C. § 77. The consideration 
given was full and thorough, including detailed findings of fact and 
conclusions of law, followed by a carefully written opinion. The 
Board concluded that “primarily” in § $2 does not mean “first in volume 
in comparison with any other business or businesses in which it [the 
employer] engages,”’ but means rather as “a matter of primary im- 


°The opinion is not reported, pursuant to the statutory prohibition, 12 US.C. 8 77, 
which is effective except in connection with proceedings for enforcement. 


"Under such a view, in cases involving different facts the question would become 
judicial whether “primarily” means more than half of (1) the gross volume of business 
done; (2) the gross profit; (3) the net profit, where some but not all these factors as 
relating to one phase of the total activities carried on amounts to more than half the 
gross. Such discriminations would seem to be elearly within the Board’s power to deter- 
mine in the first instance. If so, it is difficult to see why that power does not include 
the determination made here. 
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portance,” like “primary” colors or planets or as the word is used in 
the phrase “the primary causes of a war.” This view it found not only 
supported by accepted dictionary meaning but also in conformity with 
Congress’ intent as established by the legislative history. In a further 
ground which we must take as reflecting its specialized experience 
the Board stated: “To say that a securities firm ranking ninth among 
the leading investment bankers of the country with respect to its total 
participations in underwritings of bonds, and for a period ranking first, 
should be held to be beyond the scope of the statute is to say that 
Congress enacted a statute with the intention that it would apply to 
no one.” 

I cannot say that the Board’s conclusion, in the light of those ground- 
ings, is wanting either for warrant in law or for reasonable basis in 
fact. The considerations stated in the Court’s opinion and in the dis- 
senting opinion filed in the Court of Appeals, 153 F. 2d 785, 795, as 
well as by the Board itself, confirm this view. I think it important, 
not only for this case but for like ones which may arise in the future, 
perhaps as a result of this decision, to make clear that my concurrence 
in the Court’s disposition of the case is based upon the ground I 
have set forth, and not upon independent judicial determination of the 
question presented on the merits. I do not think this Court or any 


other should undertake to reconsider, as an independent judgment, the 
Board’s determination upon that question or similar ones likely to 
arise, if the Board was not without basis in fact for its judgment and 
does not clearly transgress a statutory mandate. More than has been 
shown here would be required to cause me to believe that the Board 
has exceeded its power in either respect. 


MR. JUSTICE FRANKFURTER joins in this opinion. 





BANKING DECISIONS 


In this department are published each month all of the important deci- 
sions of the Federal and State Courts involving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 


Contract Held Joint Venture and Not Usurious Loan 


Martter v. Byers, District Court of Appeal, California, 171 Pac. Rep. 
(2d) 101 


Where plaintiff and defendant execute a contract wherein the 
defendant agrees to give plaintiff a one quarter interest on all 
rentals, fixed fees and other profits from highway construction job 
for the lump sum of $9,800 given by plaintiff to defendant, and 
contract further provides that in the event of termination of con- 
tract after one year from date, defendant agrees to pay plaintiff 
for his one fourth interest the lump sum of $15,000 without in- 
terest, and plaintiff subsequently brings suit to recover amount 
due him under contract, it is held that the facts are sufficient to 
warrant a finding that the transaction between plaintiff and de- 
fendant is a joint venture and not a loan and defendant’s con- 
tention that the contract evidences only a usurious loan cannot be 


upheld. 


Appeal from Superior Court, Santa Clara County; M. G. Del 
Mutolo, Judge. 

Action on a contract by Perry Francis Martter against R. W. 
Byers, wherein the defendants filed a cross-action. From a judgment in 
favor of the plaintiff for $14,716.39, the defendant appeals. 

Judgment affirmed. 

John D. Harloe and William P. Golden, both of San Francisco, for 
appellant. 

Rea, Free, Jacka & Frasse, of San Jose, for respondent. 


WARD, Justice.—The defendant and cross-complainant appeals from 
a judgment in favor of plaintiff and cross-defendant for $14,716.39 
based upon a contract entered into between the parties. The appellant 


NOTE—For similar decisions see B.L.J. Digest (Fifth Edition) § 1564. 
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attacks the sufficiency of the evidence to support the findings of fact 
and conclusions of law. 

The issues upon the trial were framed by the complaint which 
alleged that $17,379.06 was due under a contract between plaintiff and 


defendant. This contract was set out in haec verba in the complaint 
as follows: 


“This agreement between L. L. & R. W. Byers and Perry F. Martter 
on the Alaska-Canada Military Highway under the direction of the 
U. S. Public Roads Administration. 

“I, R. W. Byers sole owner of L. L. & R. W. Byers agree to give 
Perry E. Martter a (14) one quarter interest on all rentals, and fixed 
fees or any other profits that may accumulate on the above mentioned 
job for the lump sum of ($9800.00) Ninety eight hundred dollars, 
receipt of which is hereby acknowledged. 

“Tt is further understood that if this contract is cancelled by both 
parties within one year from date, I, R. W. Byers will return cash 
paid to me plus interest of 10%. If this agreement is in effect more 
than one year from date, all holdings and equipment on the Canada- 
Alaska project will be divided (14) one fourth to Perry F. Martter and 
(34) three fourths to the firm of L. L. & R. W. Byers. 

“In the event of termination of contract after one year from date, 
I, R. W. Byers agree to pay to Perry F. Martter for his (14) one 
fourth interest, the lump sum of $15,000.00 without interest. 

“Due to the efforts, help and financial aid in securing this contract 


this agreement is to be strictly a bonus agreement, and can not be 
construed as giving Perry F. Martter an actual interest in the L. L. & 
R. W. Byers Co. 

“This agreement shall inure to the benefit of and be binding upon 
the respective heirs, executors, administrators, successors and assigns of 
the parties hereto.” 


The contract is signed “L. L. & R. W. Byers by R. W. Byers,” the 
defendant, and by “Perry F. Martter,” the plaintiff. 

The figure which was prayed for was arrived at from figures in the 
complaint, to-wit, that defendant received $66,566.07 as rentals, fees 
and profits; that one-fourth of that amount is $16,641.52; that a flat 
sum of $15,000 was due under the contract in addition to the above 
sum; that $14,262.46 had been paid, which left a balance due of the 
prayed for amount. The defendant denied that he owed any money 
on the contract and cross-complained for relief from alleged usury in 
that the consideration, $9,800, given by plaintiff, was in reality a loan 
and that the return on the money which had already been paid by 
defendant was in excess of that permitted by the usury laws in the 
sum of $1,878.68. Plaintiff answered the cross-complaint by denying. 
that the $9,800 transaction was a loan, and denying that the written 
contract was in any form a note. The cross-defendant then alleged 
various transactions preceding the execution of the written contract. 

The findings follow closely the allegations set forth in the com- 
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plaint and the answer to the cross-complaint except in some mathemati- 
cal items. The court found: 


“That there was paid to the defendant under said contract set forth 
in Paragraph I of said complaint as rentals, fixed fees, and other profits 
the net sum of $56,035.40; that under the terms of said contract one- 
fourth of said sum, or $14,008.85, belonged to plaintiff, and was due 
and payable to plaintiff upon its receipt by defendant; that plaintiff 
received $14,262.46, or an overpayment of $253.61; 

“That under the terms of said contract there was and is also due 
and payable to plaintiff the further sum of $15,000.00 less the over- 
payment referred to in the preceding finding of $253.61, making a net 
amount of $14,746.39 to which plaintiff is entitled to be paid by de- 
fendant according to the terms of said contract between said parties.” 


There are further findings which are also embodied in the con- 
clusions of law that the contract of August 15, 1942 created a joint 
venture and was neither a loan nor security for a loan, and that the 
payments were not usurious and therefore the court concluded that 
the contract was not “within the provisions of section 22 of article XX 
of the Constitution of the State of California.” The judgment was 
entered in favor of plaintiff for $14,746.39. The main question on appeal 
is whether plaintiff was entitled to the $15,000 item above noted. 

Assuming that plaintiff was entitled to the $15,000 item, it is not 
clear how the amount mentioned in the judgment was reached. The 
court figured that rentals, fixed fees and other profits were of the “net 
sum of $56,035.40.” The final figure was probably reached by accept- 
ing the plaintiff’s gross receipts figure and deducting therefrom certain 
expenses of operation designated in the column “Deductible from Job 
Receipts,” which is contained in an exhibit prepared by defendant 
which showed his concept of the financial status of the venture. There 
was a stipulation that several of the amounts shown in that column 
were not proper deductions from the gross receipts. The defendant 
asserts, without substantiating his assertion with itemized factual evi- 
dence, that the trial court committed error in figuring the judgment 
on the basis of gross profits. Plaintiff asserts that the judgment was 
figured on the basis of net profits and this assertion is likewise stated 
without particularizing the items to substantiate his claim. 

It is not the duty of an appellate court to scan exhibits and testi- 
mony to ascertain the correctness of the amount of a judgment. This 
court in People v. Buenaflore, 40 Cal.App.2d 713, 719, 720, 105 P.2d 
621, 624, said: “. . . and it has been held repeatedly that the mere naked 
assignment of error is quite insufficient to warrant an inquiry into its 
merits. People v. McLean, 185 Cal. 306, 67 P. 770.” “As said in 
effect in People v. McLean, supra, the burden rests on an appellant 
to point out clearly and concisely not only the matters claimed to 
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be erroneous, but the reasons why they are so; and upon his failure so 
to do, it will be deemed that such matters are not of sufficient im- 
portance to demand independent investigation.” Giving due weight 
to the court’s use of the term “net sum,” and the stipulations con- 
cerning deductible expenses, this court will assume, in the absence of 
a particularized claim of error in the amount of the judgment, that 
the court figured the judgment on the basis of net profits and will not 
examine the calculation to determine a mathematical error. There- 
fore the points that will be considered on this appeal are the appel- 
lant’s contentions that the court erred in the finding that, in addition 
to the sum of $14,262.46 already received, plaintiff was entitled to $15,- 
000, less $253.61, overpayment on his share of the net profits, or $14,- 
746.39; the finding that a joint venture existed between Martter and 
Byers; and the finding that the contract was not usurious. 


It is appellant’s interpretation of the contract that the provision 
for the payment of the $15,000 is an alternative provision depending 
upon a contingency, namely, the termination of the contract between 
plaintiff and defendant after a period of one year but before the com- 
pletion of the contract with the government to build the roadway. 
Appellant relies on statements concerning the meaning of “terminate” 
in Sanborn v. Ballafonte, 98 Cal.App. 482, 277 P. 152; Arnold v. Hum- 


phreys, 138 Cal.App. 637, 33 P.2d 67, and Blodgett v. Merritt Annex Oil 
Co., 19 Cal.App.2d 169, 65 P.2d 123. The last cited case contains 
a fair example of the rule that the use of the word in a contract should 
receive such a reasonable interpretation that it will not violate the 
intention of the parties. Civil Code, sec. 1643. The word “termi- 
nate” may be given a technical meaning to conform to other provisions 
in a contract, but generally it is used with an ordinary and popular 
meaning rather than in a technical sense. Webster defines the verb “to 
terminate,” “to put an end to; to make to cease; to end.” The noun 
“termination” is defined as “that which ends, limits, or bounds—out- 
come; completion; result.” To interpret the word in the contract in 
appellant’s way, to the word “termination” must be added “prior to 
the completion of the project.” It would seem that without more the 
phrase would have to be read “termination for any reason at any time 
after one year from date” which would include within its terms a com- 
pletion of the executory portions of the contract and a mutual agree- 
ment to release each other from the rights and duties under the con- 
tract. Construing the instrument as a whole, without resort to extrinsic 
facts, the trial court’s interpretation is reasonable. 

Possibly the change in expression in the previous paragraph: “If 
this agreement is in effect more than one year from date,” to the par- 
ticular phrase in dispute: “In the event of termination of contract after 
one year from date” caused some doubt in the trial court’s conception 
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of how the phrase was intended to be used. In this case each side must 
have considered that the contract presented sufficient ambiguity so that 
extrinsic evidence should be permitted. Evidence on this subject was 
freely given by plaintiff and defendant. Plaintiff testified on cross-exam- 
ination, with reference to his “understanding” of the contract: 


“Q. Then the next provision is that in the event the contract main- 
tains for more than a year and then it is terminated by and between 
you, you are to receive $15,000.00 plus interest [?]—that is the other 
provision? A. That’s—so written. 

“Q. What is your understanding about that; was it that in the 
event the contract terminated after being in effect a year, but before 
the completion of the main contract with the Government—that if this 
contract between you and Mr. Byers terminated you were to receive 
$15,000.00 plus interest? A. I understood that to mean if the contract 
ran over one year so that the first clause couldn’t be taken into effect 
—that is, if the contract ran for more than one year those were the 
terms on which the final settlement would be made. 

“Q. Then you would get $15,000.00 without interest—that’s the 
reading of it? A. That’s the reading of it—or one-quarter of the equip- 
ment; isn’t that what it states there? ... 

“Q. Now, there is nothing said about in lieu of anything else there; 
that is what I am asking you about, Mr. Martter? A. But the one- 
fourth interest is set forth in the paragraph directly above, sir, and 
that is what I understood; the one-fourth interest is set forth directly 
above that in the contract. 

“Q. That clause provides—if the contract is terminated after it is 
in force for one year; but the prior clause thereto which provides a pay- 
ment to you of $9,800.00 plus 10%, provides for a termination before 
a year? A. That is correct. 

“Q. That $15,000.00 clause, you might call it that,—could only come 
into effect in the event you and Byers terminated your contract between 
you prior to the termination of the contract with the Government; isn’t 
that so? A. I don’t understand it that way, sir.” 


It is unnecessary to quote defendant’s testimony as the court selected 
plaintiff's version as the correct one. The evidence is substantially con- 
flicting. Upon that theory the finding of the trier of the fact may not 
be set aside. MacDermot v. Hayes, 175 Cal. 95, 170 P. 616; Smrekar v. 
Bay & River Nav. Co., 69 Cal.App.2d 654, 160 P.2d 85; Baylis v. Baylis, 
48 Cal.App.2d 674, 120 P.2d 89; Nielsen v. Frank, 117 Cal.App. 117, 3 
P.2d 607; Burgess v. Security-First Nat. Bank of Los Angeles, 44 Cal. 
App.2d 808, 113 P.2d 298; Lang v. Barry, 71 Cal.App.2d —, 161 P.2d 
949. In Estate of Bristol, 23 Cal.2d 221, 223, 143 P.2d 689, 690, the 
court said: “The rules of evidence, the weight to be accorded to the 
evidence, and the province of a reviewing court, are the same in a will 
contest as in any other civil case. Estate of Snowball, 1910, 157 Cal. 
801, 305, 107 P. 598; Estate of Barr, 1924, 69 Cal.App. 16, 33, 230 P. 181. 
The rule as to our province is: ‘In reviewing the evidence ... all 
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conflicts must be resolved in favor of the respondent, and all legitimate 
and reasonable inferences indulged in to uphold the verdict if possible. 
It is an elementary .. . principle of law, that when a verdict is at- 
tacked as being unsupported, the power of the appellate court begins 
and ends with a determination as to whether there any substantial 
evidence, contradicted or uncontradicted, which will support the con- 
clusion reached by the jury. When two or more inferences can be 
reasonably deduced from the facts, the reviewing court is without 
power to substitute its deductions for those of the trial court.’ 
Crawford v. Southern Pacific Co., 1935, 3 Cal.2d 427, 429, 45 P.2d 183, 
184. The rule quoted is as applicable in reviewing the findings of a 
judge as it is when considering a jury’s verdict.” Consequently the 
trial court’s interpretation, inasmuch as it is reasonable and based upon 
conflicting evidence which was admitted without objection, must be 
sustained. 

The next contention of appellant is that the evidence in the record 
is insufficient to sustain the finding that a joint venture existed be- 
tween the parties, which relationship the plaintiff alleged in his answer 
to the cross-complaint. In addition to the contract of the parties there 
is evidence that the parties were in the same general line of business. 
In May, 1942, defendant called at plaintiff’s home in Los Angeles and 
broached the subject of obtaining a contract with the United States 
government to construct a portion of the Alaska-Canada highway. De- 
fendant was to secure the contract and supply equipment while plain- 
tiff was to put up $10,000, and go to and remain at the scene of the 
construction project, except for vacations, etc. The first understand- 
ing was that the profits were to be divided equally. On this basis plain- 
tiff resigned his position in Los Angeles and worked for the defendant 
in Redding until the government contract was arranged. These pre- 
liminary matters led to the execution of the written contract. The 
decrease in percentage to plaintiff was made necessary by the facts 
that other people became interested in the project and there were added 
expenses to defendant. Prior to leaving for the White Horse district, 
where the construction was to take place, plaintiff assisted in the effort 
to obtain the contract from the government. Plaintiff supervised the 
actual construction work as an employee and was so paid by the United 
States government at a salary of $650 a month. Defendant at various 
times had a personal representative caring for and supervising defend- 
ant’s equipment as required by the government contract. When the 
representative was absent plaintiff protected defendant’s and his own 
interests. During 1943 defendant sent additional equipment, the rental 
from which was specifically excluded in writing from the operation of 
the August, 1942, agreement. 

There is nothing inherently wrong with a conclusion that the re- 
lationship of the parties by the terms of contract may change slightly 
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as time goes on as demonstrated by the change in the contract con- 
cerning the additional equipment forwarded to the project during the 
year 1943. Isolated statements in decisions or text books sometimes 
act as an incentive to reach a conclusion if the facts are analogous, 
but fact seldom are identical and hence such isolated statements are 
not always binding. Such statements sometimes appear as persuasive 
but not convincing argument. Each side quotes learned statements of 
law on “joint adventure” to uphold or oppose the court’s finding. It is 
admitted that the contract resulted in a profit and not a loss. The con- 
tract did not provide for the eventuality of a loss as under the terms 
of the government contract on a fixed fee basis plus rentals it would 
have been practically impossible to suffer a loss. In any event if the 
facts sustain the finding that a joint venture relationship was created, 
“The omission of a provision for the sharing of losses in a joint adven- 
ture is immaterial because the law supplies that provision. In the ab- 
ence of agreement, losses by the parties are shared in the same propor- 
tion as profits are to be divided. See section 2412, subd. (a), Civil Code: 
‘The rights and duties of the partners in relation to the partnership 
shall be determined, subject to any agreement between them, by the 
following rules: (a) Each partner shall be repaid his contributions, 
whether by way of capital or advances to the partnership property and 
share equally in the profits and surplus remaining after all liabilities 
including those to partners, are satisfied; and must contribute towards 
the losses, whether of capital or otherwise, sustained by the partnership 
according to his share in the profits.’” Parker v. Trefry, 58 Cal.App.2d 
69, 75, 76, 136 P.2d 55, 59. 

As previously stated, plaintiff contends that the provisions of the 
agreement and what was done theerunder demonstrate a joint venture. 
Defendant’s theory—that the transaction was in fact a loan—under the 
findings must be disregarded if the finding that it was a joint venture 
may be upheld. “On the whole, however, it must be said that the courts 
have not yet laid down any certain or satisfactory definition of a joint 
adventure, nor have they established any very fixed or certain bound- 
aries thereof, but in most cases, they have been content to determine 
merely whether the given or conceded facts in the particular case con- 
stituted the relationship of joint adventurers.” 30 Am.Jur. 678. “A 
joint adventure may be defined to be a joint association of persons in 
a common enterprise for profit, but falling short of a partnership.” 14 
CalJur. 760. “This definition is based on Keyes v. Nims, 43 Cal.App. 
1, 184 P. 695.” (Note 8.) Since the decision of Keyes v. Nims, a num- 
ber of statements have been made in decisions dealing with joint ven- 
ture. It appears that the terms of the agreement and the acts of the 
parties as restricted to the particular projects engaged in, primarily 
determine whether the undertaking is a joint venture. Facts showing 
the joining of funds, property or labor in a common purpose to attain 
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a result for the benefit of the parties in which each has a right in some 
measure to direct the conduct of the other through a fiduciary relation 
that must exist, will justify a finding that a joint venture exists. This 
of course presupposes that the parties must likewise bear the burden 
of an injury or loss, if any. Freedman v. Industrial Accident Commis- 
sion, 67 Cal.App.2d 629, 154 P.2d 922; Larson v. Lewis-Simas-Jones Co., 
29 Cal. App.2d 83, 84 P.2d 296; Beck v. Cagle, 46 Cal. App.2d 152, 115 
P.2d 613; Enos v. Picacho Gold Mining Co., 56 Cal. App.2d 765, 133 
P.2d 663; Parker v. Trefry, supra. The benefits need not be of equal 
value or kind, and the losses may consist of money to one and loss of 
time or labor or property or the other. Shoemake v. Davis, 146 Kan. 
909, 73 P.2d 1043. 

The facts in the present case show sufficient elements of a joint ad- 
venture to sustain the court’s finding. The assets of the particular 
project were owned jointly even under defendant’s interpretation. Pre- 
liminary expenses were shared and likewise the profits. There was a 
community of interest, a fiduciary relation and a right on the part of 
each to direct the conduct of the other in the respective assignments 
of duties to each. The amount of $9,800 was a contribution in accord- 
ance with the original agreement that plaint#f should donate $10,000 
to the joint project. Plaintiff offered the additional $200 but defendant 
stated that an additional contribution was not necessary. 

In this connection it might be noted that the agreement provided: 
“Due to the efforts, help and financial aid in securing this contract this 
agreement is to be strictly a bonus agreement, and can not be con- 
strued as giving Perry F. Martter an actual interest in the L. L. & R. 
W. Byers Co.” The purpose of the provisions is demonstrated in that 
there was to be no misunderstanding on the question that plaintiff 
had no actual interest in the Byers firm. This provision in the con- 
tract indicates that the agreement is to be construed as a bonus agree- 
ment in the event that plaintiff claimed an actual interest in the Byers 
firm; otherwise the $15,000 without interest after a period of one year 
was to be accepted in lieu of a one quarter interest in the equipment 
on the Alaska project. Plaintiff never claimed a one quarter interest 
in the Byers firm. The $15,000 was an amount agreed upon as repre- 
senting one-fourth of “all holdings and equipment on the Canada- 
Alaska project” under the provisions of the agreement. 

Having reached the conclusion that the trial court rejected the de- 
fendant’s evidence that the transaction was but a loan of money, and 
that the finding that the transaction created a joint venture is sus- 
tained by the evidence, it must be concluded that appellant’s position 
that the contract evidenced only a usurious loan is not well taken. If 
this transaction was in fact an ordinary loan with usurious interest 
provided for therein, or a contract wherein there was to be paid a bonus 
for a loan that would result in usurious payments (Brown v. Cardoza, 
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67 Cal.App.2d 187, 153 P.2d 767), appellant’s position would be well 

founded. The court found that the contract “was not by way of loan” 

and that “no interest or bonus whatsoever was paid to plaintiff and 

cross-defendant by plaintiff and cross-defendant.” This finding is sus- 

tained by the evidence above outlined, and that ends the matter. 
The judgment is affirmed. 


Liability of FDIC For Breach of Warranty 


Cleveland Wrecking Co. of Cincinnati v. Federal Deposit Ins. Corporation, 
U. S. District Court, E. D. Pennsylvania, 66 Fed. Supp. 921 


The Federal Deposit Insurance Corporation is liable for the acts 
of its agents within the scope of their authority, particularly in 
view of the fact that the FDIC as principal has received the benefit 
of contract made by its agent. Where it is established that the 
FDIC breached its agreement to sell a chattel which it had acquired 
through liquidation of a national bank, it was held that plaintiff, 
buyer, accordingly was entitled to recover the market value of the 
chattel and such other damages as directly and naturally resulted 
from the breach. 


Action by the Cleveland Wrecking Company of Cincinnati against 
the Federal Deposit Insurance Corporation to recover damages for 
breach of contract. 

Order in accordance with opinion. 

Manuel Fleisher, of Philadelphia, Pa., for plaintiff. 

Allen S. Olmsted, II, of Philadelphia, Pa., for defendant. 

KALODNER, D. J.—This action was brought by the plaintiff, a 
Delaware corporation duly authorized to do business in Pennsylvania, 
against the Federal Deposit Insurance Corporation, an instrumentality 
of the United States, to recover damages for breach of an agreement of 
sale. 

The cause having come on to be heard before the Court without 
a jury, after consideration of the pleadings and the evidence, I make 
the following 

Findings of Fact 

1. The plaintiff, Cleveland Wrecking Company of Cincinnati, at 
all times material herein was, and is, a corporation organized under 
the laws of Delaware, and duly registered and authorized to do business 
in Pennsylvania. 

2. The defendant, Federal Deposit Insurance Corporation, at 
all times material herein, was, and is, a corporation of the United 


NOTE—For similar decisions see B.L.J. Digest (Fifth Edition) § § 536-538. 
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States, duly created by Act of Congress, June 16, 1038, 48 Stat. 168, 
as amended, 12 U.S.C.A. § 264 et seq. 

8. At all times herein material, the defendant, Federal Deposit 
Insurance Corporation, owned a tract of land in the Borough of Em- 
maus, Lehigh County, Pennsylvania, known as the “Crumwold Furnace 
Property,” which it had acquired in the course of liquidation of the 
Emaus National Bank, a national bank located at Emmaus, Lehigh 
‘County, Pennsylvania. 

4. At all times herein material, there was situated on the “Crum- 
wold Furnace Property” a steel frame building formerly used as a 
cast house in connection with furnace operations. 

5. The “Crumwold Furnace Property” was subject to tax liens 
of the Borough of Emmaus, the School District of Emmaus, and the 
County of Lehigh, in a total amount in excess of $2500. 

6. At all times herein material, the defendant was represented 
by one Edward S. Appel, Liquidator, who had direct supervision over 
the assets of the Emaus National Bank, in liquidation. 

7. On or about December 31, 1942, the plaintiff, acting by its 
agent and general superintendent, one I. M. Sogg, verbally proposed 
to Edward S. Appel, to purchase from the defendant the cast house 
located on the Crumwold Furnace Property, for the sum of $500, free 
clear of all encumbrances, the plaintiff to dismantle and remove said 
building from the premises without further cost to the defendant. 

8. Appel told Sogg that the Federal Deposit Insurance Corpora- 
tion did not warrant or guarantee title; that there were certain tax 
liens existing against the “Crumwold Furnace Property;” that he could 
not give a bill of sale for the cast house unless the tax liens were 
cleared off; that his authority was limited to submitting the offer to- 
gether with his recommendation to the Main Office, and that if “they” 
approved of the sale, he would endeavor to effect a settlement, by 
compromise, with the taxing authorities. 

9. It was understood that the plaintiff was not to pay the taxes, 
but that defendant would take care of the taxes. Appel intended to 
pay the tax arrears out of the proceeds of the sale. 

10. Sogg delivered to Appel a deposit in the amount of $100 and 
received a receipt therefor. 

11. Appel contacted the solicitor for the Borough of Emmaus 
with a view to compromising the tax liens. The solicitor for the Bor- 
ough agreed to take twenty-five per cent of the purchase price. 
Appel was under the impression that he had settled all the tax liens, 
but in fact he had settled only the claim of the Borough. He did 
not communicate to Sogg the conversation he had with the solicitor of 
the Borough. 

12. Sometime between December 31, 1942, and April 3, 1948, 
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Appel told Sogg, in a telephone conversation, that “We have got every: 
thing cleared off now,” but that he had better increase his offer. In 
compliance with the request, the offer was increased to $610, the terms 
and conditions of the agreement to remain the same. 

13. The statement that everything is cleared off, tended to induce 
the plaintiff to purchase the cast house, and plaintiff relied upon the 
statement. 

14. On April 3, 1943, Appel wrote to Sogg stating that he was 
authorized to accept the offer for the purchase of the cast house, and 
that Sogg could set a date to take delivery. - 

15. On April 15, 1943, Sogg and Appel met, and Sogg gave Appel 
a check to the order of defendant dated April 14, 1943 in the amount 
of $510. Sogg executed a “Certificate of Settlement or Sale.” 

16. Said certificate was in the form of a letter to the defendant 
in Washington and stated: “Under an agreement of sale made with 
Edward S. Appel Liquidator of the Emaus National Bank of Emmaus, 
Pennsylvania, I hereby certify that on April 15, 1948, I delivered 
to said Liquidator the sum of $610.00 in cash and (detail) as the full 
purchase price of the cast house located on the Crumwold Furnace 
Property.” The certificate was signed by Sogg for the plaintiff. Below 
Sogg’s signature there appears a “Memorandum by Liquidator,” which 
reads, 


Date March 5, 1943 
“Liquidator’s Letter of recommendation 
Date March 29, 1948 


“Office letter of approval 
“Asset No. 158 


“Loan to: AP 94.” 


17. The “office letter of approval” was a letter from Appel’s 
superior to Appel, and stated, inter alia, that in reliance upon Appel’s 
representations and recommendation, he was authorized to accept the 
offer of $610 made by the plaintiff and to pay the Borough of Em- 
maus the amount of the commitment to it. The letter further stated 
that it was to be understood that the proposed sale was to be made 
without any warranty of title. 

18. At the meeting of April 15, 1943, Appel gave Sogg from two 
to four months to remove the cast house. 

19. Nothing was said during the negotiations as to the kind of 
steel contained in the cast house, that is, whether the steel was scrap 
or prefabricated. Sogg did not represent to Appel that it was scrap 
steel. 

20. In June or July, 1948, plaintiff’s subcontractor, Max Corchin, 
Inc., entered upon the Crumwold Furnace Property to dismantle and 
remove the cast house. 

21. Two or three days after the work of demolition had begun, 
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a police officer of the Borough of Emmaus, acting at the request of 
the Emmaus School District, told plaintiff's subcontractor to desist 
and threatened arrest. The police officer acted without defendant’s 
knowledge. Plaintiff's subcontractor ceased working and Sogg imme- 
diately contacted Appel, who advised Sogg not to do anything for a 
couple of days and he would straighten things out. 

22. On June 30, 1943, the Emmaus School District instituted 
proceedings of scire facias sur tax lien in the Common Pleas Court of 
Lehigh County, Pennsylvania, and on August 13, 1943, the Crum- 
wold Furnace Property, including the cast house was offered up at 
judicial sale and purchased by the Emmaus School District. 

23. Attempts of Appel to straighten out the difficulty failed, 
and on or about August 28, 1943, Appel wrote to Sogg stating that 
he was authorized to return the purchase price of $610. The offer to 
refund was rejected. 

24. The cast house contained thirty-five tons of steel having a 
market value of $55 per ton, or a total of $1925, exclusive of costs of 
dismantling and removing. 

25. Plaintiff incurred expenses in the amount of $220.28 in dis- 
mantling the cast house. 

Discussion 


It is necessary at the outset to properly classify the agreement 
between the parties herein. It is, in essence, an agreement of sale of 
a cast house, which, at the time of the contract, was affixed to the 
land, and contemplated the severance or removal therefrom within 
the time necessary to accomplish the severence. 

The Pennsylvania Sales Act appears to be applicable. Thus, Act 
May 19, 1915, P. L. 543, § 76, 69 P. S. § 337, defines the term “Goods” 
to “include all chattels personal other than things in action and money. 
The term includes emblements, industrial growing crops, and things 
attached to or forming part of the land which are agreed to be severed 
before sale or under the contract of sale.”! There can be no doubt 


2No Pennsylvania case classifying contracts to sell a building has been called to the 
attention of the Court. As to sale of standing timber to be severed, in Havens v. 
Pearson, 1989, 384 Pa. 570, 6 A2d 84, 122, A.LL.R. 512, it was declared that it is a 
question of intent whether a sale of realty or of personalty was accomplished. Such 
a holding depends upon whether the thing was to be severed within a time reasonably 
necessary therefor, and the fact that a definite time is fixed is immaterial. That the 
Sales Act apparently requires a holding that a contract of sale of trees comes within 
the Sales Act where the severance, at least, is immediate, see 1 Williston, Sales (2d ed., 
1924) Sec. 62. As to buildings, see 1 Williston, Sales, Sec. 66. The decision in the 
Havens case, despite the failure of reference ‘to the Sales Act (since under the facts of 
the case the question of intention was not subject to disagreement) nevertheless seems 
to be in accord with the Sales Act approach as signified in Williston. There seems no 
reason to apply a different rule as to buildings, although it would seem that the sale 
of a building would be a clearer case. See Wetkopsky v. New Haven Gas Light Com- 
pany, 88 Conn. 1, 90 A. 30, Ann.Cas.1916D, 968 50 Corpus Juris, page 769. The Sales 
Act would seem necessarily to apply to a contract such as is here involved. See I 
Williston, Sales, Sec. 66. 
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that the Pennsylvania statute of frauds, P. L. 543, § 4, as amended, 
69 P. S. § 42, has been satisfied. 
It is the contention of the defendant that, conceding that the con- 
tract amounted to a constructive severance of the cast house, the 
plaintiff, despite the tax sale, is still entitled to remove the structure. 
Considering that the tax liens attached prior to the execution of the 
agreement of sale, this cannot be so under Pennsylvania law. In 
Havens v. Pearson, 1939, 334 Pa. 570, at page 574, 6 A.2d 84, at page 
87, 122 A.L.R. 512, the Supreme Court of Pennsylvania had before 
it a similar question and it stated: 


“Assuming that the contract was a sale of personalty, what was 
its effect upon the lien of the judgment on the land, which then in- | 
cluded the timber? Appellant insists that instantly there was a com- 
plete severance. He says that since Detwiler, the judgment-debtor 
and owner, had a right to sell and cut the standing timber, free of the 
lien, the effect of this contract was to sever the trees from the realty 
and convert them into personalty even though all or part remained 
standing on the land. As between vendor and vendee this conclusion 
may be correct. Vendee acquired title to such trees as he cut and 
removed, as chattels, but, as to the judgment-creditor, the agreement 
did not create the fiction of an immediate severance and conversion 
of all timber within the 1300 acres. The standing timber was part 
of the freehold under the judgment, and though sold as personalty, tt 
continued to be realty as to the judgment.” 


And further, 344 Pa. at page 575, 6 A.2d at page 87, 122 A.L.R. 
512: 


“The vendor could not, at his election, with the aid of a legal fic- 
tion, destroy the right of the lien or remove the standing timber from 
the effect of the lien. As Justice Sharswood said in Foster’s Appeal, 
74 Pa., 391, 398, 15 Am.Rep. 553: ‘Surely it will not be pretended that 
a man could by a mere declaration of record convert his land into 
personalty, so as to defeat the lien of mortgages, judgments and other 
encumbrances. . .. The timber remaining on the land at the time 
of the sheriff’s sale, passed to appellee as purchaser, Leidy v. Proctor, 97 
Pa. 486.” 


Although the Havens case involved a judgment-creditor, who, in 
Pennsylvania, has greater rights than the taxing authorities as to en- 
forcement -of liens, Derry Township School District v. Barnett Coal 
Co., 1938, 332 Pa. 174, 2 A.2d 758, the broad language used in the above 
quotations does not furnish a basis of distinction on that ground, par- 
ticularly in view of the treatment accorded in the Havens case to 
the case of Vogelbacker v. Walker, 7 Pa. Dist. & Co. R. 661. Apparently, 
the purchaser succeeds in freeing of the lien only so much of the res 
as he has actually severed; the effect of the law is to cause a race 
between the purchaser and the lienholder, whether the lienholder may 
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prevent the severance by a bill in equity or only by judicial sale. Cf. 
Havens v. Pearson, supra, with Derry Township School District v. 
Barnett Coal Co., supra. 

The plaintiff contends that the defendant is liable on the ground 
of breach of an express warranty of title. However, crediting the tes- 
timony of Appel in this respect, I have found as a fact that Appel 
told Sogg that the Federal Deposit Insurance did not give any warranty 
or guarantee of title. Consequently no liability may be based on the 
broad ground of warranty of title. 

Nevertheless, the record at once discloses that the matter of the 
tax liens was accorded special consideration by the parties. It was 
understood, as testified by Appel, that the plaintiff was not to pay 
the tax arrears, that is, it was not taking the cast house subject to 
the taxes. Indeed, considering the purchase price and the maximum 
value of the cast house, as calculated by the plaintiff, it is apparent 
that the plaintiff could hardly have intended to take the structure 
subject to the taxes. Moreover, as Appel further testified, defendant 
was to pay the taxes. Appel contemplated, as he told Sogg, that he 
would clear off the taxes by compromise, paying the necessary amount 
out of the purchasing price. It may be said, then, that Sogg would 
not have taken the cast house subject to the liens, and that Appel 
would ‘not have accepted the purchase offer if either a compromise 
could not be effected with the taxing authorities, or if the amount of 
the compromise could not have been paid out of the purchase price. 

In addition, important notice must be given the fact that Appel 
told Sogg that he could not give a bill of sale until the tax matter was 
cleared, and that if he were authorized to make the sale he would 
endeavor to clear off the encumbrance. Eventually, Appel did tell 
Sogg that he had cleared off the tax liens. 

Under the Pennsylvania Sales Act, May 19, 1915, P.L. 543, § 12, 69 
PS. § 121, “Any affirmation of fact or any promise by the seller relating 
to the goods is an express warranty if the natural tendency of such affirm- 
ation or promise is to induce the buyer to purchase the goods. .. .” Since 
it is clear that neither party intended to enter into the agreement 
of sale unless the tax liens were satisfactorily cleared off, at least by 
compromise, the affirmation of Appel, that the tax liens had been 
satisfactorily compromised, when in fact they had not, naturally tended 
to induce Sogg to purchase the cast house. Accordingly, in my opinion, 
Appel’s affirmation constituted an express warranty, breached at the 
time it was made.” 


*The law of sales does not distinguish between a representation and warranty, where 
the representation induces a bargain. 1 Williston, Sales (2d ed. 1924) Section 197. Prior 
to the adoption of the Uniform Sales Act in Pennsylvania in 1915, the‘assertion of a fact 
did not constitute an express warranty of its truthfulness unless there was shown an in- 
tention to be bound. Rothermel v. Phillips, 1928, 202 Pa. $71, 872, $75, 141 A. 241, 
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It may be observed that considering the circumstances, even if 
Appel had not informed Sogg that the tax matter was cleared, a strong 
case for breach of warranty might nevertheless be made out. Thus, 
the understanding of the parties was that Appel would not give a bill 
of sale unless the tax matter was settled. Between December 31, 
1942, and April 3, 1943, as both parties testified, Sogg was frequently 
in contact with Appel. According to Sogg, Appel informed him the 
delay was caused by the attempt to settle the tax claims. Therefore, 
when Appel accepted Sogg’s offer, it was equivalent to an affirmation 
that the tax matter had been settled. 

Defendant raises the issue of Appel’s authority to give a warranty 
of title. Since it is found as a fact that no general warranty of title 
was made, the argument need not be explored further in that regard. 
Nevertheless, as has been determined, Appel did warrant that he had 
cleared off the tax claims, and the asserted limitation of Appel’s 
authority deserves to be answered. 

Defendant offered in evidence as setting out the limits of Appel’s 
authority a letter dated March 29, 1948, from Appel’s superior in 
Chicago, Illinois, to Appel. The substance of that letter, described as 
confidential by Appel, is set forth in Finding of Fact No. 17. Plaintiff 
objected to the letter on the ground that it was not shown to the 
plaintiff or its agent at the time of the transaction. The theory of 
the objection, evidently, was that the letter contained secret limita- 
tions on the authority of the defendant’s agent which should not bind 
the plaintiff. Although the objection was at first sustained, upon 
request of the defendant, decision on the admissibility of the letter 
was reserved. 

The letter discloses that Appel’s authority was coordinate with the 
authority actually exercised by him. Thus, it conferred authority upon 
him to accept plaintiff's offer, a fact Appel communicated to Sogg, 
and authority to pay the Borough of Emmaus, which amounts to a 
ratification of Appel’s action with respect to the tax claims. The letter 
further indicates a knowledge on the part of the corporation of Appel’s 
action, and inferentially approves thereof. Even if it is assumed 
that the letter did not specifically authorize, or at least ratify, Appel’s 
representation to Sogg, it is evident that the corporation was fully 
apprized of the facts and could reasonably have inferred therefrom 
that Appel would state to Sogg that he had settled the tax claims. 
Accordingly, Appel exercised actual expressed, or implied authority. 
The letter, therefore, may be admitted into evidence for the purpose 


61 A.L.R. 489; see also 1 Williston, Sales, Sec. 199, and cases discussed therein. How- 
ever, the Sales Act requires a different conclusion. See 1 Williston, Sales, page 878. This 
conclusion has now been made effective by decision in Penna. Cf. Montgomery F. & F. 
Co. v. Hall T. M. M. Co., 1925, 282 Pa. 212, 218, 215, 127 A. 633; Yonker v. Vaneer, 
1927, 91 Pa. Super. 157, 161. 
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defendant sought, to show Appel’s authority? Plaintiff can hardly be 
injured in view of the finding that plaintiff's agent was informed, 
orally, that the corporation gave no warranty of title. 

Under well-settled principles of agency law, the corporation is liable 
for the acts of its agent within the scope of his authority. A.L.I. 
Restatement of the Law of Agency, Sections 144, 145. Particularly 
should this be so in the instant case, where the principal has received 
the benefit of the contract. The representation that the tax claims 
were settled takes on the cloak of warranty of the fact only as a result 
of operation of the law.* 

Coming now to the matter of damages, the Sales Act provides that 
“the measure of damages for breach of warranty is the loss directly 
and naturally resulting, in the ordinary course of events, from the breach 
of warranty.” 69 P.S. § 314 (6). Plaintiff, accordingly, is entitled to — 
recover the market value of the chattel and such other damages as 
directly and naturally resulted from the breach. 2 Williston, Sales, 
2d Ed., 1924, Section 615a. 

As to the value of the steel contained in the cast’ house, plaintiff 
and defendant have stipulated that their experts, if they had testified, 
would have valued the steel at $1925 and at $600, respectively. The 
plaintiff's evidence discloses that its valuation is placed on the steel as 
prefabricated steel, and the defendant’s evidence shows its valuation 
is on the basis of scrap steel. The valuation by plaintiff is consistent 
with the price fixed by the Office of Price Administration. 

The testimony offered on behalf of the plaintiff clearly reveals that 
it purchased the cast house considering the steel contained therein to 


*Two possible questions are obviated: (1) How far the doctrine, that one dealing 
with a government agent is bound to discover the extent of the agent’s authority, is 
applicable here; (2) whether the letter would be admissible in any event, since its ex- 
istence was disclosed on the “Certificate of Settlement or Sale” which Sogg executed. 
As to the first question, it is doubted that the doctrine is applicable here. Appel’s au- 
thority was to make the sale; further, the defendant is a corporate entity given the gen- 
eral power “to make contracts.” 12 US.C.A. § 264 (j) (Third). No limitation upon 
that power is found in the statutes, nor do the regulations of ‘the defendant bear on the 
authority of its agents in this respect. 

*Rescission could be had in an action sounding in contract. Gross v. William Penn 
Fire Ins. Co., 1944, 51 Pa. Dist. & Co. R. 296; 5 Williston, Contracts (Rev. ed., 1987) 
Sec. 1500; A.L.I. Restatment of the Law of Contracts, Section 470(1); A.L.I. Restate- 
ment of ‘the Law of Restitution, Section 28(b). On the record herein, an action sounding 
in tort, on the ground of misrepresentation, albeit honest misrepresentation, would also be 
available to the plaintiff. If the action sounded in tort, under the circumstances of this 
case, damages would be recoverable, reliance being justified. Cf. Bower v. Fenn, 1879, 
90 Pa. 359, 35 Am. Rep. 662; Emery v. Third National Bank, 1934, 314 Pa. 544, 171 
A. 881; see also 5 Williston, Contracts (Rev. ed., 1987) Sections 1501, 1508, 1510; Note, 
(1938) U. of Pa. L. Rev. 435. For a terse statement of the confusion prevailing in the 
treatment of this matter, see Bohlen, Misrepresentation as Deceit, Negligence, or War- 
ranty (1929) 42 Harv. L. Rev. 783. In Pennsylvania, as to tort actions, it is sufficient 
if the representor ought to have known, Emery v. Third National Bank, supra, and dam- 
ages follow not the contract warranty rule, but the tort rule, Emery v. Third National 
Bank, 1982, 308 Pa. 504, 517, 518, 162 A. 281. 
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be prefabricated steel, that is, steel which could be dismantled and re- 
erected. The defendant’s agent considered it scrap steel, that is steel 
to be sent to a mill to be melted. The evidence was that scrap steel 
had a value of approximately $13 per gross ton, loaded on cars. It is 
inconceivable that the plaintiff would have paid $610 for the cast house 
when it could have sold the thirty-five tons of steel for only $455. This 
is rendered even more remote by the fact that plaintiff assumed the 
cost of demolition and, to obtain the price of $13 per ton, would have 
had to load the steel on trucks, remove it to a railroad siding, and reload 
it on cars. Under such circumstances, the testimony of Sogg, that if 
the steel were scrap, the best offer it could have made was to remove the 
cast house for the steel contained in it, without more, seems reasonable. 
It should be noted that the transaction between the parties was at 
“arms length,” and plaintiff owed defendant no duty of advising it 
of the value of the steel or the uses to which it could be put. More- 
over, Appel testified he had a familiarity with property, and according 
to the record, he had the cast house appraised. It is contended by 
the defendant that Sogg told Appel the steel was scrap and therefore 
the plaintiff should be estopped to assert a higher value. However, 
without consideration of the merit of that argument I credit the testi- 
mony of Sogg that nothing was said, during the period of negotiations, 
about the kind of steel the cast house contained. I am convinced, 
further, that Sogg did not represent to Appel that the steel was scrap. 
The Court is of the opinion that the market value of the steel 
contained in the cast house was $1925, exclusive of the costs of dis- 
mantling. Since the plaintiff has paid the full purchase price, it is 
entitled to recover the full market value. Also the plaintiff incurred 
expenses in the amount of $220.28 in the dismantling of the cast house. 
Since the parties contemplated the removal of the cast house, this 
expense constitutes a loss directly and naturally resulting from the 
breach. Plaintiff, therefore, should also recover that amount. See 
Rex Auto Exchange v. Hoffman, Inc., 1925, 84 Pa. Super. 369. 
Accordingly, I state the following 


Conclusions of Law 


1. This Court has jurisdiction of the parties and of the subject 
matter of this controversy. 

2. Plaintiff, through its authorized agent, and defendant, through 
its authorized agent, entered into an agreement of sale of a cast house 
owned by the defendant. 

8. Defendant’s agent, within the scope of his authority, represented 
to the plaintiff's agent that he had settled and compromised all the 
tax liens outstanding against the subject of sale. Such representation 
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constituted a warranty, and being untrue, was breached at the time it 
was made. 

4. Plaintiff, having paid the full purchase price under the agree- 
ment of sale, is entitled to recover from the defendant the market 
value of the steel contained in the cast house, in the amount of $1925 
and other expenses incurred as a direct and natural result of the 
breach, in the amount of $220.28, or a total of $2145.28. 

An order may be entered in accordance herewith. 


Ownership of Joint Account Funds Delayed Pending 
Determination of Issue 


Vassar v. Vassar, Supreme Judicial Court of Maine, 48 Atl. Rep. (2d) 620 


Where husband brings suit seeking an accounting for and re- 
covery of money withdrawn from a savings account opened by 
husband and later converted into a joint account and wife raises 
issue of clean hands because of alleged intent of husband to defraud 
creditors, it is held that though evidence warrants a finding for 
husband, nevertheless, the court cannot make a final decision dis- 
posing of funds of joint account pending final determination of 
issue of clean hands. 


Suit by William L. Vassar against Mary M. Vassar, his wife, and 
National Bank of Commerce of Portland, trustee, commenced by in- 
serting a bill in equity in a trustee writ for accounting for and recovery 
of a sum of money withdrawn by principal defendant from a savings 
account. From a decree of the single justice ordering principal de- 
fendant to pay to plaintiff one-half of the sum withdrawn and its 
earnings, plaintiff appeals. 

Appeal sustained, decree set aside, and case remanded. 

Wilfred A. Hay, of Portland, for plaintiff. 

George H. Hinckley, of Portland, for defendant. 


MURCHIE, J.—In this process, commenced by inserting a bill in 
equity in a trustee writ, the plaintiff seeks an accounting for, and the 
recovery of, $3,321.80, withdrawn by the principal defendant from a 
savings account opened by the plaintiff on February 18, 1935, by 
the deposit of $75 in his own name, and converted into a joint account 
with said defendant on July 16, 1986, when a deposit of $250.25 was 
made and the balance stood at $255.50. The bill alleges erroneously 
that the account was opened as a joint one and this is admitted in the 


NOTE—For similar decisions see B.L.J. Digest (Fifth Edition) § 480. 
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answer. The evidence supports the plaintiff’s allegation that the full 
amount of the account as it stood on September 25, 1942 was with- 
drawn by the principal defendant and re-deposited in her own name. 

The plaintiff and the principal defendant are husband and wife. 
The process was instituted under R.S.1930, Chap. 74, Sec. 6, now RS. 
1944, Chap. 153, Sec. 40, in accordance with the jurisdiction conferred 
by R.S.1930, Chap. 91, Sec. 36, Par. IX, now R.S.1944, Chap. 95, Sec. 
4, Par. IX. The evidence presents three conflicting stories concerning 
the opening and handling of the savings account, told by the husband, 
the wife, and the former counsel of the latter, which cannot be recon- 
ciled with themselves, the allegations of the bill and answer, or the 
decree. The facts nevertheless are apparent and cannot be said to 
be in dispute on any point controlling the decree. 

The single Justice who heard the case found that the husband and 
wife, at some unstated time, entered into an undertaking to which they 
should devote their separate efforts and from which they should share 
equally, and that the money in the joint account represented the 
proceeds of that undertaking. His decree ordered the principal de- 
fendant to pay the plaintiff one-half the sum withdrawn and its earn- 
ings. Plaintiffs’ appeal presents the entire matter for the determin- 
ation of this Court. 

The plaintiff’s factual recital is that he placed the name of his wife 
on the bank pass-book for his own convenience; that he kept the book 
within his own control at all times, although making it available to 
her for depositing and withdrawing funds from time to time at his 
direction; and that all the money deposited in the account represented 
the proceeds of his labor, paid to him by a corporation which he 
organized, owned and conducted. 

The wife’s testimony asserts that she was an employee of the 
plaintiff’s corporation, working in reliance on his promise that the 
corporation would pay her $10 weekly; that she never received the 
money but was assured by the plaintiff repeatedly that her compen- 
sation was being deposited in a bank; and that her name was placed 
on the pass-book at her insistence, after which she retained the custody 
and control of it. 

Except for the variance as to the time when the name of the wife 
was placed on the pass-book, which is not material to the issue, the 
testimony of the plaintiff is consistent with his allegations and is sup- 
ported in many essential parts by that of an employee who kept the 
corporate books and the accountant who prepared the corporate re- 
turns, including the income tax and social security returns. The name 
of the wife never appeared as an employee on the books of the cor- 
poration or in its returns to government authorities. 

The wife’s evidence does not support either the allegations of her 
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answer or the decree under review. Assuming that she had justification 
for the belief that her labor, in attending the telephone which served 
plaintiff's business and that of his corporation at the home where the 
parties resided, assisting in the corporate accounting, and generally, 
was to be compensated by a fixed wage (and that the plaintiff agreed 
thereto), there is no evidence that the business of the corporation 
was conducted on that basis. The transcript of the bank account shows 
that it amounted to no more than $277.25 on May 27, 1940, more 
than five years after it was opened and almost four years after it was 
made into a joint account, and that more than two-thirds of the total 
it represented at the time it was withdrawn had been deposited during 
the fifteen-month period immediately preceding. 

The evidence given by the former counsel of the wife is in general 
accord with an allegation of her answer, that the money was deposited 
for the benefit of the husband, the wife and their minor child, but 
does not support the claim that a part of it was hers, or the finding that 
it represented the proceeds of the labor of both husband and wife. 
It has long been recognized in this jurisdiction that where a gift 
between a husband and wife is in issue the alleged donor’s intention 
to pass title must be clearly shown. Lane v. Lane, 76 Me. 521; Staples 
v. Berry, 110 Me. 32, 85 A. 303; Appeal of Garland, 126 Me. 84, 136 
A. 459. The Staples and Garland cases deal with joint savings accounts 
of husbands and wives against which either might draw. The latter, 
like the present one, shows a contract with the depositary recognizing 
the right of survivorship. The decision under review is not based on 
a finding of intention by the husband to make a gift nor would the 
evidence have warranted such a finding. It is grounded instead in a 
finding that the money was owned by the parties equally without 
reference to its deposit. There is no evidence to support that finding. 

The decree must be set aside, but in the absence of decision on one 
issue raised by the pleadings, a final disposal of the process cannot 
be ordered at this time notwithstanding the general principle that 
equity will settle all rights involved in any proceeding on which it acts. 
Bailey v. Myrick et al., 36 Me. 50; Clarke v. Marks et al., 111 Me. 218, 
8% A. 718. The statute (R.S.1930, Chap. 74, Sec. 6) declares expressly 
that a bill brought under it shall be dismissed if it appears that the 
plaintiff has conveyed any property for the purpose of cheating or 
defrauding creditors. The principle defendant alleges in her answer 
that the plaintiff “is in court with unclean hands and is not entitled to 
the relief which he seeks.” There is evidence which might indicate, 
if believed, that the plaintiff was facing the possibility of litigation 
during the time the major portion of the fund was being deposited and 
made the deposits for the protection of his family as distinguished 
from creditors. If it was his purpose to cheat or defraud, then he is 
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not entitled to recover any part of the deposited money in this process. 
Decision of the case should await factual determination of that issue. 

In the Clarke case, supra (111 Me. 218, 88 A. 718), a bill was dis- 
missed without prejudice when a question of fact which might have 
been controlling, and was presented by the pleadings, had not been 
submitted to the jury which passed upon the facts. The issue as to 
its disposal in this Court was whether or not it should be retained for 
amendment. It seems more orderly to remand this case for further 
proceedings, that the particular statutory issue may be passed upon 
by the trier of facts on the present record or after further hearing. 


President of National Bank as Executive Agent of 
Directors 


State v. First National Bank of Texhoma, Supreme Court of Oklahoma, 
174 Pac. Rep. (2d) 259 


The president of a national bank is executive agent of directors 
to perform such duties as may be devolved upon him, or, by implied 
authority, duties which are fairly within ordinary routine of his 
business as president, and he is not the corporation, and cannot take 
place of governing board or incur liabilities outside ordinary business 
of bank without special authority. 

Two small banks, one with eight employees and the other with 
four were located about 250 miles apart, serving different trade 
territories. The president and vice president were the same in each 
institution and each owned a majority of the bank stock. The re- 
sources of the two banks, however, were not combined for the purpose 
of making any loan and there was no overlapping for investments or 
otherwise. It was held that these facts did not establish such “con- 
trol” of both banks as would bring the bank with four employees 
under the Employment Security Act. 

The owner or owners of the majority of the capital stock of a 
corporation can never have direct control of the corporation merely 
by reason of such ownership. Direct control is always in the board 
of directors. Since the boards of directors of the two banks were 
not identical and the identical members of the two boards did not 
own all the stock in the two a they were not the “same 
interest.” 


Appeal from District Court, Texas County; F. Hiner Dale, Judge. 

Action by the State, on relation of the Oklahoma Employment 
Security Commission, against the First National Bank of Texhoma. 
Judgment for defendant, and plaintiffs appeal. Affirmed. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1068. 
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Bruton Wood, Burton Duncan, and Gerald 8. Tebbe, all of Oklahoma 
City, for plaintiffs in error. 

Embry, Johnson, Crowe, Tolbert & Shelton, of Oklahoma City, and 
Rizley & Tryon, of Guymon, for defendant in error. 


PER CURIAM.—This was a proceeding in the district court on ap- 
peal from an order of the Oklahoma Employment Security Commission. 
The order of the commission denied the application of The First National 
Bank of Texhoma for a refund of contributions paid during 1941 and 
1942. The Texhoma bank was held liable by the commission for the pay- 
ment of contributions as an employer for the reason that during this per- 
iod the Texhoma bank and the First National Bank of Clinton were 
owned or controlled (by legally enforceable means or otherwise) directly 
by the same interest, and therefore should be treated as a single employ- 
ing unit employing more than eight persons. From the judgment of the 
district court for the applicant the State appeals. 

In February, 1936, Frank A. Sewell and Arthur Littell, who were 
then president and vice-president respectively of the Texhoma bank, 
opened the First National Bank of Clinton. During the period in 
question the stockholders, officers and directors of the two banks and 
the number of shares owned were as follows: 


Texhoma Bank Shares 
Frank A. Sewell, President, director 190 
Arthur Littel, Vice-President, director 40 
E. Lee Nichols, Cashier, director 

Mrs. Trimble B. Latting, director 

Mrs. Frank A. Sewell, director 

Daisy Nield 


Texhoma Bank—Total Shares 


Clinton Bank Shares 


Frank A. Sewell, President, director 401 
Arthur Littell, Vice-President, director 64 
Mrs. Trimble B. Latting, director 10 
Mrs. Arthur Littell, director 5 
Mrs. Frank A. Sewell, director 10 
C. J. Chandler 10 


Clinton Bank—Total Shares 500 


During the same period the active management of the Texhoma bank 
was in the hands of E. Lee Nichols, while the active management of the 
Clinton bank was in the hands of Mr. Sewell until April, 1942, when, 
upon his moving to Oklahoma City, the management was undertaken 
by Littell. Nichols, during this time, had full authority to hire and fire 
employees of the Texhoma bank and make loans up to and including 
the legal limit of the bank. Sewell acted in an advisory capacity to the 
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Texhoma bank during this time. Sewell and Littell were paid salaries 
by both the Texhoma bank and the Clinton bank. 

The two banks at no time, during this period, combined their re- 
sources for the purpose of making any loan and there was no overlapping 
for investments, or otherwise. The two banks served different trade 
territories, 250 miles apart, and made different types of loans principally 
because the needs of the two localities in this connection were different. 
There is no dispute over the fact that the Clinton bank had eight em- 
ployees and was subject to the Act. The Texhoma bank had only four 
employees, other than Sewell and Littell. 

Since the Texhoma bank, an employing unit under the Act, had in 
its employ less than eight employees, its liability under the Oklahoma 
Employment Security Act (40 0.8.1941 Ch. 6) as an employer must 
arise under sec. 229(e) (4) of the Act, which reads as follows: 


“Any employing unit which together with one or more other em- 
ploying units, is owned or controlled (by legally enforceable means or 
otherwise) directly by the same interest, or which owns or controls one 
or more other employing units (by legally enforceable means or other- 
wise) , and which, if treated as a single unit with such other employing 
unit, would be an employer under Paragraph (1) of this Subsection.” 


We have heretofore considered the problem raised by this affiliate pro- 
vision of the Act in State ex rel. Oklahoma Employment Security Com- 
mission v. Tulsa Flower Exchange, 192 Okl. 293, 135 P.2d 46. 

The question before us is whether, under the facts, the Texhoma 
bank and the Clinton bank are both owned or controlled (by legally 
enforceable means or otherwise) directly by the same interest. 

The word “control,” as used in provision of State Employment 
Security Act authorizing grouping of employing units which employ 
less than eight persons, and which are owned or controlled directly by 
the same interest, so as to render the Act applicable, means full authority 
to direct every act, and to formulate every business policy, of the em- 
ploying unit without right of legal interference from anyone with respect 
to all lawful pursuits. State v. Tulsa Flower Exchange, above. 

In the ownership of the corporate stock, above, we cannot find this 
direct control. The owner or owners of the majority of the capital stock 
of a corporation can never have direct control of the corporation merely 
by reason of such ownership. Direct control is always in the board of 
directors. 18 0.S.1941 § 104; State v. Tulsa Flower Exchange, above. 
The control of stockholders as such is merely indirect control. 

Tit. 12 U.S.C.A. § 71, provides: 


“The affairs of each association shall be managed by not less than 
five directors, who shall be elected by the shareholders at a meeting to 
be held at any time before the association is authorized by the Comp- 
troller of the C to commence the business of ing; and after- 
ward at meetings to be held on such day in January of year as is 
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specified therefor in the articles of association. The directors shall hold 
office for one year, and until their successors are elected and have 
qualified.” 

The contention that the acts of Sewell in connection with this matter 
show actual control of the Texhoma bank in him is without merit. In 
Bingham v. National Bank of Montana, 185 Mont. 159, 72 P.2d 90, 113 
A.L.R. 315, it is held in effect that the president of a national bank is 
executive agent of directors to perform such duties as may be devolved 
upon him, or, by implied authority, duties which are fairly within 
ordinary routine of his business as president, and he is not the corpora- 
tion, and cannot take place of governing board or incur liabilities outside 
ordinary business of bank without special authority. 

Even though Frank A. Sewell, Mrs. Frank A. Sewell, Arthur Littel 
and Mrs. Trimble B. Latting own 240 shares or 96% of the stock in the 
Texhoma bank and 485 shares or 97% of the stock in the Clinton bank 
and are four of the six stockholders in each bank, and although these 
four stockholders are each directors in both banks constituting four of 
the five directors in each bank, and the president and vice-president of 
the two banks are the same men, we do not think that these four 
persons constitute the “same interest” so that both corporations are 
subject to common direct control. 

In State v. Tulsa Flower Exchange, above [192 Ok]. 293, 135 P.2d 48] 
we said: 

“In dealing with the Act it should be borne in mind that a corporation 
is a legal entity separate and apart from its stockholders, individually 
or as a body. The board of directors controls its functions. The board 
operates as an entity and not as individuals, and where the members of 
the board as individuals control another business, the board and the 
individual members thereof should never be classified as the ‘same 
interest,’ operating the two separate businesses, under the affiliate or 
grouping clause of the Act, unless the members of the board also own 
all the stock in the corporation. However, if the arrangement is designed 
to avoid the tax another question would arise.” 


There is no contention that there is any arrangement here to avoid 
the tax. Then it follows that since the boards of directors of the two 
banks were not identical and the identical members of the two boards 
did not own all the stock in the two corporations they were not the “same 
interest.” 

The State contends, also, that the fact of payment by the Texhoma 
bank of salaries to Sewell and Littell and the manner of such payment 
when actual control is said to be in the manager of that bank, Nichols, 
shows actual control in Sewell. There is no merit to this contention. It ‘is 
not unusual for officers of corporations to receive payment. The manner 
of such payment is a matter of private agreement and is certainly no real 
evidence of actual control of a corporation. 

Affirmed. 
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Intent to Cancel Note by Mutilation Question of Fact 
Determined by Evidence 


In re Lock’s Will, Surrogate’s Court of New York, 64 N. Y. Supp. (2d) 206 


A note in a torn condition is presumed cancelled by the holder 
thereof. However such a presumption is one of fact and whether 
such mutilation of the note was intended by the holder is a question 
of fact to be determined by the circumstances and the evidence there- 
of. The intent to cancel such a note by the holder is an essential 
element of such discharge of the note. 

Where payee of a note found in a torn condition among her 
effects was committed as an incompetent person approximately nine 
months after the making of the note and legal representative of 
incompetent payee brings action on note against maker, it is held 
that under the circumstances the defense of cancellation of note 
because of its torn condition cannot be sustained. 


Proceeding in the matter of the judicial settlement of the accounts of 
Charlotte G. Dean, as executrix of the last will and testament of Frank 
E. Lock, deceased, involving a claim against decedent’s estate based 
on a negotiable note. 

Decision in accordance with opinion. 

Chester B. Smith, of Buffalo, for petitioner. 

George R. Blair, of Buffalo, special guardian for Anna Kerl, claim- 
ant, an incompetent. 

Thomas Lippes, of Buffalo, for claimant. 


VANDERMUELEN, Surrogate.—The claimant herein, Rose Traut- 
man, as committee of Anna Kerl, an incompetent person, has presented 
a claim on a negotiable promissory note of Five hundred dollars ($500) 
dated April 10, 1940, made payable to the incompetent by the above 
decedent, Frank E. Lock. The note was found among the incompetent’s 
effects in a torn condition. The executrix of the estate rejected the 
claim contending that the same was cancelled by the holder thereof. 

It is conceded that a note in the condition of the one in question is 
presumed cancelled by the holder thereof. Section 204, Negotiable 
Instruments Law. , 


Such a presumption is one of fact and whether such mutilation of 
the note was intended as a cancellation by the holder is a question of 
fact to be determined by the circumstances and the evidence thereof. 
Greene v. Poz, Sup., Ist Dept., 182 N.Y.S..900, at page 902. 


Intention to cancel a negotiable instrument by the holder thereof is 


NOTE—For similar decisions see B.L.J. Digest (Fifth Edition) § 1217. 





148 THE BANKING LAW JOURNAL 


an essential element of such discharge of the negotiable instrument. 10 
Corpus Juris Secundum, Bills and Notes, § 475, p. 1086; Larkin v. Har- 
denbrook, 90 N.Y. 838, 48 Am.Rep. 176. 


The note being negotiable, consideration is presumed. There has 
been no proof of lack of consideration nor is there any proof of pay- 
ment. So that the sole question is whether or not the cancellation was 
intentional. 

There are some exceptional features in this case. The payee of the 
note became a patient of Providence Retreat about Dec. 21, 1940, and 
then was committed to the Buffalo State Hospital on Jan. 4, 1941, as 
an incompetent person. She is still an inmate of that institution. This 
occurred approximately nine months after the making of the note. 
Were we dealing with the acts of a competent person, the presumption 
of cancellation might prevail, but this Court is uncertain as to how long 
this enfeebled condition of the payee’s mind and diminishing mental 
capacity existed before she was adjudged incompetent. There must 
have been a steady progress of the deterioration of her mental faculties. 
This is a serious phase to be considered on the question of intention to 
cancel, 

Because of the apparent mental condition of the holder of the note, 
the actual intention of cancellation is too questionable to sustain the 


defense of cancellation against a valid note not proved to have been paid. 
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TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 


Agreement Fixes Rate of Trustee’s Compensation 


Gifford v. Commercial Trust Co. of New Jersey, Court of Errors and Appeals 
of New Jersey, 48 Atl. Rep. (2d) 779 


By the provisions of the will the executors were directed to elect a 
trust company to act as trustee of certain trusts established under the 
will. The declaration of trust, in each instance, contained the following 
provision with respect to the compensation of the trustee and the time 
when such compensation would be payable: 

“That said Commercial Trust Company shall during the continua- 
tion of said trust be entitled to retain and receive as and for its com- 
missions on compensation for services rendered in line with said trust 
at and after the rate of three percentum on all income received by it 
as such trustee and two percentum on all corpus of said trust fund dis- 
posed of or in any manner severed from the trust fund, subject, how- 
ever, to any decree of the Prerogative Court of the State of New Jer- 
sey on any account filed by it, said Commercial Trust Company of New 
Jersey.” 

It is admitted that no part of the corpus of either trust fund has 
been disposed of or in any manner severed from the trust fund. Upon 
an intermediate accounting being filed, the Court allowed commissions 
of two percent of the corpus. The beneficiaries objected to the amount 
of the allowance and sought to have the same reduced on appeal. 

It was held that the trustee is entitled to no more than two percent 
on corpus and then only when that is disposed of or in any manner 
severed from the trust fund, except if the Prerogative Court on an 
accounting determines, for any reason, that a lower rate should be 
allowed. The rate as fixed in the agreement was a ceiling beyend 
which the Court could not go. The last part of the paragraph referring 
to the Prerogative Court is a limitation rather than a grant of rights 
in addition to those set forth in the first part thereof. Where a trust 
agreement fixes the rate of a trustee’s compensation it is binding upon 
the Court. This rule applies likewise to the time of payment of com- 
missions. The rate reached under the mutual agreement constituted a 
binding committment upon the beneficiaries and the designated trustee. 
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Action By Trustees For One Who Participated in Wrongful 
Transactions 


Trustees for Julius Meyer v. Abraham Myer et als, Appellate Division, 
N. Y., 116 N. Y. Law Journal 119 

A stockholders’ action in which the plaintiffs are the holders of stock 
transferred to them, under an inter vivos trust agreement, in trust to 
pay the settlor all dividends declared during his lifetime and, on his 
death, to have the stock as their own, free of the trust, and in which 
the plaintiffs allege that the settlor participated in the wrongs com- 
plained of or was the recipient of moneys diverted and seek to recover 
against him, must be regarded, not as an action for the benefit of or to 
enforce any rights of the settlor, but as an action for whatever advan- 
tage it may bring to the remainder interests of the plaintiffs. 

The plaintiffs having acquired the stock by a contract under which 
the settlor made a voluntary gift to them in trust, coupled with a 
remainder interest, the stock cannot be held to have devolved on them 
by operation of law within the meaning of the statute of 1944 which 
provides that in an action brought by a shareholder in the right of a 
corporation it must appear that the plaintiff was a stockholder at the 
time of the transaction complained of or that his stock thereafter de- 
volved on him by operation of law. The requirement of the statute 
that the plaintiff must have been a stockholder at the time of the 
transaction applies to stockholders who acquired their stock before the 
enactment of the statute and to causes of action which had already 
accrued. Application of the statute in such cases does not impair any 
rights guaranteed by either the Federal or the State Constitution. 


Joint Deposit Merely for Convenience Not Payable to Survivor 


Reese v. First National Bank of Bellville, Tex. Civ. App., 196 8. W. (2d) 48 


Decedent deposited funds in a bank and received in return a “time 
deposit certificate” under which the money was made payable to “order 
of himself of Maggie Reese 6 months after date.” Decedent died shortly 
before maturity of the certificate and the court held that the money 
was personal property of the decedent, payable to his administrator 
for distribution to his heirs rather than to Maggie Reese, the named 
person, having found that depositor purchased certificate for his own 
exclusive benefit and that the other name had been added so that Mag- 
gie Reese could collect the funds on depositor’s behalf as a matter of 
convenience, he being aged and somewhat infirm. 
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Election Under Will Not Bar to Rights By Intestate Distribution 


Ness v. Lunde, IIL, 394 Dll. 286 


Testator gave his widow, in lieu of dower, all his personal estate 
absolutely and a life estate in his realty, making no provision for re- 
mainder in the realty. The widow elected to take under the will and 
she later died intestate. Under the laws of descent and distribution, in 
the event of an intestacy, the widow’s share was one half the decedent’s 
estate. It was held that the remainder in the realty passed by intestacy 
and the widow’s heirs inherited, through her, a one half share in it. 
Her election under the will was no bar to her rights by intestate dis- 
tribution. 


Doctrine of “Relation Back’ As Applied to Acts of Administrator 
Before Appointment 


Kleiner v. Kleiner, N. J. Ch. (Nov. 20, 1946) 


Decedent died intestate in November 1942 owning majority stock 
interest in a textile corporation. In February 1943 his relatives, total 
minority stockholders entered into an agreement to sell the corporate 
property among themselves. The sale was consummated June 1, 1943 
but on May 27, 1948, the purported vendor, whose title was derived 
from repurchasing at a tax sale, received letters of administration on 
decedent’s estate. Her later petition to have the sale set aside on the 
ground that she, as an individual, had lacked capacity to convey was 
set aside. It was held by the doctrine of “relation back” that her let- 
ters validated all acts performed by her in connection with the estate 
back to time of decedent’s death. 


Estate Not Liable for Fees of Heirs’ Attorneys 


In re Estate of Hughes, Ohio App., 78 Ohio App. 143 


Decedent’s will set up trust for erection and equipment of a hospital. 
Cost was less than anticipated, a large surplus remaining. Decedent’s 
heirs requested the executor to bring action construing the will. They 
joined therein, contending (1), the trust was invalid and (2), if valid, 
the surplus should pass to the heirs by intestate descent. The trial 
court sustained the trust and found that decedent intended any sur- 
plus to be used for a maintenance fund. This ruling was affirmed on 
appeal. In the present case, the heirs’ attorneys applied for costs and 
fees, to be paid out of decedent’s estate. 
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It was held that the costs and attorney’s fees were not payable out 
of the estate. The heirs, under the guise of asking for a construction 
of the will were attempting to invalidate the entire trust, a virtual 
will contest. The attorneys must look to the heirs individually for 
compensation. Decedent’s estate in no way benefited from the at- 
torney’s efforts and so was not liable for their compensation. 


Interpretation of Trust Provisions 


In re Raumann’s Estate, N. Y. Surrogate’s Court, 64 N. Y. Supp. (2d) 373 


The following will provisions were construed in this case: “Fifth: 
I devise and bequeath all the residue of my property unto my trustee 
and direct him to enter into an agreement with the Guaranty Trust 
Co. of N. Y. or a similar institution in the United States of America 
for the administration of said Trust Fund, and direct said Trust Com- 
pany to pay out of said Trust Fund the income and three percent of 
the capital yearly as follows: (a) As to one-half to my brother Bruno 
Raumann for his life and on his death to pay said one-half to my 
nephew Erich. (b) As to one-half to my brother Hugo Raumann, for 
his life and on his death to pay one-half of his share to my nephew 
Herbert Raumann and the other one-half to my needy relatives and 
charities. 

It was held that (1) two valid trusts were created, (2) the execu- 
tor was the sole trustee except that trust property was to be kept in 
the custody of the corporate fiduciary named, (3) Erich had a vested 
remainder in the corpus of the trust for Bruno and Herbert had a 
vested remainder in one-half the corpus of the trust for Hugo, (4) the 
three percent of capital was to be computed on the current value of the 
fund. 


Failure to Create Living or Testamentary Trust in Bank Account 


Warner v. Burlington Federal Savings & Loan Association, Vt., 49 Atl. Rep. 
(2d) 93 


Decedent opened a bank account in her own name and later signed 
the following memorandum, found at her death affixed to the bank’s 
ledger card, “I wish to leave the money in this bank both principal 
and interest in trust for the Bishop of the Roman Catholic Diocese 
of Burlington, Vermont.” 

In a contest between her administrator and the bishop, it was found 
that decedent knew the proper way to make a trust deposit but had 
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not done so here and the court held (1) there was no living trust, (2) 
the signed memorandum lacked the formality necessary to create a 
testamentary trust, with the result that the deposit passed to the 
administrator. 


Interests Arising At Death of Testatrix Rather Than At Death of 
Life Tenant 


Croll’s Estate, Pa. O. C., 60 York 127 


Testatrix left a portion of her residuary estate in trust, income pay- 
able to daughter for life then principal over to daughter’s issue or, if 
daughter left no issue, principal to be “divided among my other chil- 
dren in equal shares; and should any of my other children be then dead 
leaving issue, such issue shall take their parent’s share in equal shares.” 
Where life beneficiary died without issue, two other children of testa- 
trix died earlier without issue and a fourth child of testatrix died 
earlier leaving two children, only one of whom survived the life bene- 
ficiary, the other having died testate but without issue, it was held 
that the principal was to be divided equally between testatrix’ living 
grandchild and the estate of the deceased grandchild, their interests 
having arisen at death of testatrix rather than at death of life tenant. 


Ordinary Trust Distinguished from Annuity 


In re McQueen’s Will, N. Y. Sur., 65 N. Y. Supp. (2d) 201 


Testator directed his executors to pay over certain funds to trustee 
to set up various annuities. The annuity in controversy in instant 
case was created by the following will clause: 

“From the net income of another of such funds I direct my said 
trustee to pay to my sister Harriet N. Barker for and during her natural 
life, in equal monthly payments, the annual sum of One Thousand 
dollars, and upon her death to divide the principal of said fund into 
so many equal shares that there shall be one of said equal shares for 
each of the present children of my said sister Harriet N. Barker who 
may then survive, and to set aside said equal shares, to collect the 
income and profits of said shares and to apply the same to the use of 
such children” for life, remainder to their various issue per stirpes and 
the survivors. A codicil raised the amount of this annuity to fifteen 
hundred dollars. Testator also divided his residuary estate into six 
trusts, income of each to a grandchild, remainder to issue surviving. 

The funds set aside for annuitant Harriet N. Barker produced more 
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than $1,500 income during her life and, pursuant to a 1982 decree of 
the court, trustee accumulated such excess and held it for the benefit 
of residuary beneficiaries and remaindermen. Annuitant died in 1934 
and from 1936 on the funds originally set aside for her produced less 
than $1,500 annual income. Trustee deducted sufficient amounts from 
the income normally payable to residuary legatees to make up $1,500, 
to be paid to annuitant’s issue, and that practice was complained of in 
this action. 

It was held that the trusts for annuitant’s issue were common trusts, 
where the principal was fixed and the income subject to variation, as 
distinguished from annuities, where the income was fixed. Accordingly, 
the corpus of the trusts for annuitant’s issue should have been that 
amount of principal which was producing $1,500 per annum at an- 
nuitant’s death, any excess of principal falling into the residuary estate. 
Then, annuitant’s issue Were entitled to all income from the fixed prin- 
cipal thus determined. 


Investments Made By Trustee Held Proper 


Matter of Pessano, N. Y., 296 N. Y. 564 


Testator, a resident of New York, established trusts for his wife and 
each of three daughters, naming them and a Philadelphia trust company 
as executors and trustees. None of the executors-trustees was a New 
York resident and testator’s residence there had been for business rea- 
sons only. He directed that the investments made by him might be 
retained in same form or the proceeds thereof invested in any form 
of securities without regard to requirements of law. The Court over- 
ruled contention that investments made by trustees in Pennsylvania 
and New Jersey mortgages were improvident and improper because 
made outside New York State. 


Provision In Will With Two Conditions 


Matter of Baum, N. Y. Sur., N. Y. L. J., Nov. 27, 1946 


Testatrix divided her residuary estate into four parts to pass re- 
spectively to a niece and three grandchildren, providing however, that 
if niece married during testatrix’ lifetime it was her intention to make 
a gift to niece in lieu of her distributive share under the will and, in 
that event, residuum was to pass to grandchildren only. Where niece 
was married during testatrix’ lifetime but received only a ring speci- 
fically bequeathed to her, it was held that the proviso had two other 
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conditions, marriage and advancement, and advancement had not been 
made so, in accordance with testatrix’ intent, the niece received one- 
fourth of the residuary estate. 


Reduction of Value of Property Transferred By Gift Tax Paid 


Estelle May Affelder v. Commissioner, U. S. Tax Court, 7 T. C. No. 141 


Petitioner transferred property in trust. The trustee was to pay 
certain annuities to her children and the balance of the income was 
to be paid her for life. At her death the remainder interest was to go 
to her children. The trust conveyance carried no provision obligating 
the trust to pay the gift tax arising from the transaction, but after 
the conveyance all of the parties in interest joined in a direction to 
the trustee to pay such tax from the trust corpus. It was held that 
for the purpose of determining gift tax liability the value of the prop- 
erty transferred can not be reduced by the amount of the gift tax so 
paid. 


Trustee Denied Order For Sale of Realty After Death of Life 
Beneficiary 


Matter of Riecke, N. Y. Sur., N. Y. Law Journal, Dec. 6, 1946, p. 1625 


Where testatrix left realty in trust to pay the income thereof to her 
daughter for life, with discretionary power to trustee to sell the realty 
and reinvest the proceeds, remainder in the realty or, if sold, in the 
proceeds to other children, trustee could not obtain an order for sale 
of the realty after the death of life beneficiary even where contract for 
sale had been made, since title passed automatically to remaindermen 
and trustee “as such, no longer possessed any right under the will to 
perform any act of administration in respect of the real property.” 


Right of Beneficiary Where Trust is Breached 


Bigelow v. Lawyers Mortgage Investment Corp., Supreme Judicial Court 
of Massachusetts, 1946 A. S. 1081, 1091 


This case involved the rights of certificate holders in an insolvent 
mortgage investment company. They claimed that the failure of the 
mortgage company to enforce certain liabilities of a subsidiary corpo- 
poration was a breach of the mortgage company’s fiduciary duty to its 
certificate holders. The Court, however, held that this did not give 
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them any priority rights over other creditors in the general assets of 
the mortgage company. The Court said: “We know of no principle 
of law that the wrongful failure of a trustee to assert a right held in 
trust gives the beneficiary a lien in priority to other creditors upon 
general assets of the trustee not belonging to the trust. Even where 
the trustee has misappropriated trust property, the prior claim of a 
beneficiary is bounded by the assets of the trust and their identifiable 
proceeds.” 


Test of Validity of Provision in Will Inducing Divorce 


In the Matter of Petition of Central Hanover Bank & Trust Company, 
Appellate Division, 116 N. Y. L. J. 142 


Whether a testamentary provision violates public policy, and is 
consequently void, must be determined from the tendency, or likely 
effect, of the provision, and not from extrinsic evidence of the inten- 
tion of the testator. If in the terms of a testamentary trust there is 
nothing tending to induce a son of the testator to secure a divorce, the 
trust cannot be held invalid by reason of what may have been the 
intention of the testator. A provision in a testamentary trust, in which 
a testatrix gives the income to her son for life and gives the principal, 
on his death, to his widow and issue other than his then wife or her 
issue, has no tendency to induce the son to secure a divorce. Since the 
unexpressed intention of the testatrix is immaterial to the validity of 
the will, the Surrogate’s Court properly denied a motion for an order 
directing the taking of testimony as to the motive and purpose of the 
testatrix in making the provision. | 


Contract of Sale By Trustee 


Adams v. Security Trust Company, Kentucky, 194 S. W. Rep. (2d) 521 


Where testator left farm in trust, life benefit to three persons with 
remainder over to their children, right of survivorship in life estate 
between two of beneficiaries, and directed that neither trustee nor life 
tenant sell or mortgage the property, and trustee having made contract 
of sale, brought all parties in interest, including minors with undeter- 
mined interests, before the court showed that the sale was to the 
benefit of all owners, present and remote, it was held that the sale was 
approved under Act of 1882 despite. prohibition in will, the statute 
whereby the court might authorize such sale having been in existence 
when the will was made. 
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Will Provision Naming Attorney Not Binding 


In re Lachmund’s Estate, Supreme Court of Oregon 


Reciprocal wills executed by man and wife provided as follows: “I 
hereby direct that Ralph E. Moody, if alive at the time of my death, 
be selected as the attorney for my executors.” Ralph E. Moody was 
employed as attorney for the executors and entered upon the perform- 
ance of his duties as such. On January 29, 1944, the executors filed 
in the Probate Court a petition to change attorney of record and fix 
attorney fees. The petition alleges that the executors retained Ralph 
E. Moody as their attorney to attend to the legal business incident 
to the probate of the deceased’s will; that on or about December 15, 
1948, the executors had a misunderstanding with the attorney; and that 
on December 24, 1943, they verbally dismissed the attorney and con- 
firmed the dismissal by letter on January 13, 1944, and offered to 
pay to Moody a reasonable fee for services rendered subject to the 
court’s approval. Moody appealed from the order substituting another 
attorney, contending that the executors were bound by the provisions 
of the mutual and reciprocal contract will of deceased which named 
him as attorney. 

It was held that these provisions did not deprive the executors of 
the power to discharge the attorney or constitute a direct obligation 
binding the estate to an express contract with the attorney. The 
appointment of an attorney for the executor is not a testamentary act 
but is merely advisory. The relation of attorney and client is one of 
extreme personal trust and confidence; therefore the client has the 
power, as distinguished from the right, to terminate the relation at will 
with or without cause. The provision in each will: did not create in 
the attorney a vested right to act in a confidential capacity as attorney 
for the executors against their will. The fact that the attorney selected 
was named in will did not entitle him to amount he would have earned 
if he continued as attorney until close of estate but he was entitled to 
no more than reasonable value of services rendered. 





TAX DECISIONS 


| Digest of current decisions pertaining to the law of taxes on trusts, 
estates and gifts 


Accumulated Trust Income Not Distributed to Decedent 


G. Harold Earle v. Commissioner, U. 8. Circuit Court of Appeals, Sixth 
Circuit, No. 10,270 


Decedent’s husband, who predeceased her, created a testamentary 
trust giving her one-third of the income, distributable at such times 
and in such amounts as the trustee should deem best. The trustee 
accumulated the income without paying it out. Subsequent to dece- 
dent’s death, the trust was closed in the Probate Court and the assets 
were distributed under a court order to the residuary beneficiaries of 
the trust, who were also the residuary beneficiaries under decedent’s will. 
Although no part of the undistributed income passed to decedent or 
her estate, it is held that she had a vested one-third interest therein 
which is liable to estate tax in her estate. Where the Probate Court 
did not pass upon the extent of decedent’s interest in her husband’s 
estate, its order is not binding in the tax proceedings. 


Gifts of Cash and Securities Were Outright and Not in Trust 


Prudence Miller Trust v. Commissioner, U. S. Tax Court, 7 T. C., No. 146 


On the facts of this case it was held that the gifts of cash and securi- 
ties to three minors by their grandfathers were outright and not in 
trust, and the income from the gift properties is the individual income 
of the minors, to whom it is properly taxable. Whether the gifts in 
question were in trust is important here because of the fact that if the 
income is trust income, each trust is entitled to an exemption of only 
$100, whereas if it is the individual income of the children, each child is 
entitled to a personal exemption of $750 and the earned income credit. 

From 1980 through 1939 Stimson’s gifts of securities to his grand- 
daughters were issued in their individual names. Stimson told the 
Millers that these were gifts to the children and that the Millers would 
have to handle the properties until the children themselves were able 
to take care of them. No conditions were imposed on the gifts. Stim- 
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son suggested that the Millers start separate sets of books for their 
children and keep records of receipts and expenditures — a practice 
which the Millers have followed. He testified positively that he did 
not intend to create a trust; that in view of his past experience with 
different kinds of trusts that was one of the last things he wanted to 
do; that he expected the Millers to manage the property in a reasonably 
prudent manner while their children were minors; and, in substance that 
he thought the children’s investments managed by their parents were 
in better hands than they would be under a trust, legal guardianship, 
or other formal arrangement subject to strict court supervision. The 
court found nothing in his actions inconsistent with or contradictory 
of his positive testimony concerning his intent. 


Power to Alter, Amend or Revoke Trust 


Estate of Addie Ludlow Bingham v. Commissioner, U. S. Tax Court, 7 T. C. 
No. 152 


The decedent, in a declaration of trust, reserved power at any time 
by instrument or instruments, in writing to change beneficiaries entitled 
to receive corpus. She later executed a “modification” revoking the 
paragraph providing that her daughter’s heirs should take corpus, in 
case the daughter, her children, and descendants should die before the 
maximum period provided for in the trust; and she substituted her 
own heirs as beneficiaries in such contingency. It was held that the 
exercise of the power did not exhaust it, so that decedent at death had 
power to alter, amend, or revoke the trust, under section 811 (d) (2), 
Internal Revenue Code. 


Power to Change Enjoyment 


Estate of J. B. Davis v. Commissioner, U. S. Tax Court, T. C. Memo. Docket 
No. 6949 


A power retained by decedent as trustee of a trust created by him- 
self for the benefit of his wife and four children to transfer at any time 
to any beneficiary absolutely his interest in the trust corpus constituted 
the power to alter, amend, or revoke under Code Sec. 811 (d) (2). 
When the present decedent reserved to himself the power “at any time 
to grant to any one or more of said beneficiaries, his respective interest 
or interests in the property comprised in this trust then remaining,” 
he did as did the decedent in the case of Commissioner v. Holmes, reserve 
such a power to terminate. 
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Transfer Effective At Death 





Lelia E. Coulter Estate v. Commissioner, U. 8. Tax Court, 7 T. C. No. 156 


In 1920 decedent joined with her three children in the creation of a 
trust, contributing one-half of the corpus. It was provided that out of 
the net income she should receive $200 per month and such further 
sum as the trustee might in its absolute discretion determine to be 
adequate or necessary for her proper support, care and maintenance. 
It was further provided that if the trustee, in its absolute and uncon- 
trolled discretion, should deem the net income insufficient to provide 
for the reasonable needs and comforts of the decedent, it was author- 
ized and empowered, as often as it should deem necessary or advisable, 
to pay to or apply for the benefit of the decedent such portions of the 
principal of the trust estate up to and including the whole, as it in its 
absolute discretion might determine to be adequate for such purposes. 
At the decedent’s death, none of the corpus had been used for such 
purposes. 

It was held that one-half of the value of the corpus at the time of 
the decedent’s death is includible in her gross estate, under section 
811 (c) of the Internal Revenue Code, as a transfer intended to take 
effect in possession or enjoyment at or after her death. 


Insurance Payable to Executor Transferred in Trust 





Estate of A. R. Davidson v. Commissioner, U. S. Circuit Court of Appeals, 
Tenth Circuit, No. 3330 

In 1937, decedent transferred insurance policies on her life to a trust 
for the benefit of her close relatives. The policies were originally made 
payable to her executors, administrators, and assigns. While the insured’s 
brother and sister were named beneficiaries in two of the policies in 1936, 
the executors, administrators, and assigns, again, had been named as the 
beneficiaries by the time that the policies were assigned in-trust. Where 
the transfer was taxable as made in contemplation of decedent’s death, 
which occurred in 1941, the $40,000 insurance exemption was not 
deductible from the policy proceeds. 

Whether any of the insurance under these circumstances was exempt 
was considered by the Second Circuit in Vanderlip v. Commissioner, 155 
Fed. (2d) 152. While appellant seeks to distinguish this case from the 
Vanderlip case on the facts, a careful analysis will show that there is no 
substantial difference in the factual situation of the two cases. The fact 
that for a short time the beneficiaries of the two policies which appellant 
seeks to have exempted to the extent of $40,000 were changed from the 
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insured’s personal representatives to the brother and sister is of no 
consequence, especially so since the beneficiaries were again changed to 
the executor, administrator and assigns of the insured, and while in that 
condition were then assigned to the trust. 


Insurers’ Liability for Federal Estate Tax—Total Insurance Already 
Paid to Beneficiary 


Estate of Bernhard Zahn, New York Surrogate’s Court, N. ¥. Law Journal. 
December 14, 1946, p. 1744. 


Decedent’s true estate assets amounted to less than the total of 
creditors’ claims. Because of the inclusion of life insurance proceeds in 
the taxable estate, the executors were compelled to pay Federal Estate 
taxes out of true estate assets. After the insurer had paid all of the 
proceeds of the insurance to the beneficiary, the proceeds were dissipated 
and the beneficiary died. The issue, therefore, as to who would stand 
the taxes was drawn between the creditors and the insurer. 

The Court held that where an insurance company had paid the 
beneficiary of a policy the proceeds thereof without first deducting the 
estate tax allocable against such insurance and the beneficiary died after 
the proceeds were dissipated, the insurer is held liable to reimburse the 
executors for the portion of estate taxes attributable to inclusion of such 
insurance. This conclusion is in conflict with the majority rule. In its 
opinion the Court said: 

“There is here no occasion to look to anyone but the insurance com- 
pany for the money necessary to pay the tax. Its good faith in handing 
over to the beneficiary the equivalent of the government’s tax money is 
no defense. Like any other taxpayer it was bound to reserve enough 
to meet the tax until the government was completely foreclosed of any 
opportunity to impose the tax. Having failed to do so it must now pay 
as demanded.” 


Remote Reversionary Possibility By Law 


Commissioner v. Estate of S. M. Spiegel, U. S. Circuit Court ef Appeals. 
Seventh Circuit, No. 8932. 


In 1920, decedent transferred property in trust, giving incomes for 
his life to his three children, their issue, or the survivors. Upon his 
death, the remainder was distributable to the same beneficiaries. The 
corpus is held includible in decedent’s gross estate by reason of the 
remote possibility that it would revert to him by law if all of the bene- 
ficiaries predeceased him. It is clear that since there was a possibility 
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that all of the beneficiaries might be dead at the settlor’s death, there 
was a possibility of the trust failing and the property returning to the 
settlor; that this was such an interest in the property as was not wholly 
divested by the settlor until his death; that this possibility prevented 
the full and complete possession and enjoyment of the corpus until the 
settlor’s death, and therefore the corpus was within the provisions of 
Sec. 811 (c) of the Revenue Code, and the Commissioner properly 
included the entire corpus in the taxable estate. 


Valuation of Closely Held Stock 





James H. Schwabacher v. Commissioner, U. S. Tax Court, T. C. Memo. 
Docket Nos. 7864, 7865, 7915 


This case presents the usual difficulty in placing a value for gift 
tax or other purposes upon stock of a closely held corporation which 
was not the subject of sales on or about the dates of the gifts. The 
gifts were valued on the basis of earnings, dividend rceords, business 
engaged in, balance sheets, and other pertinent evidence. 


Taxability of Income Received By Executor 





The First National Bank of Memphis, Tennessee v. Commissioner, 
U. 8. Tax Court, 7 T. C. No. 164 


Petitioner’s decedent died leaving a will, which, after providing for 
the payment of certain legacies and all his debts, devised and bequeathed 
all the residue of his estate to a trustee who was to distribute the income 
therefrom to decedent’s wife, his brother, and his sister as life bene- 
ficiaries. A bank was named in the will as executor and trustee. About 
a month after the qualification of the executor the widow dissented from 
the will and acquired the statutory dower right to one-third part of the 
real estate of the decedent and the right to one-third of his personal 
estate. Upon and after the dissent, the brother and sister remained as 
the only life beneficiaries of the trust. The one-third interest of the 
widow in decedent’s personalty was not set aside to the widow until by 
a decree of a state court entered after the taxable year and the one-third 
interest of the widow in decedent’s real estate had not, so far as shown 
by the record, been assigned or set apart to the widow prior to or during 
the taxable year. 

It was held that the amount of the income received by the executor 
during the taxable year which would go to the remaining beneficiaries 
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of the trust was not deductible from the income of the estate as income 
“to be distributed currently” under section 162 (b) of the I. R. C. 

It was held further that the income derived, during the taxable year, 
from the property to which the widow acquired a right by reason of her 
dissent was not the income of the widow as contended by petitioner, the 
property from which that income was derived not being shown to have 
been assigned or set over to the widow prior to or during the taxable 
year. 


Taxability of Income Currently Distributable 


Chick v. Commissioner, U. S. Tax Court, 7 T. C. No. 163 


The father of petitioners died in 1929 leaving a will in which he named 
petitioner William C. Chick as executor and also trustee of several trusts 
set up in the will, including one of the residue of the estate. The will 
was probated in 1929 and petitioner William C. Chick qualified soon 
thereafter as executor and trustee. The two petitioners are equal bene- 
ficiaries of the trust comprising the residue of decedent’s estate. In 19387 
the last remaining claim against the estate was settled and closed and 
all the other trusts except the one of the residue of the estate had been 
set up. The Commissioner in 1940 determined that the estate was no 
longer in process of administration and that the income of it is taxable 
to petitioners under section 162 (b) as beneficiaries of the residuary 
trust and to whom the net income was currently distributable. It is 
held that the administration of decedent’s estate was not in process of 
administration in the taxable year and the net income was taxable to 
petitioners as the Commissioner has determined. 
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ARTICLES 


Federal Tax Problems Confronting The 
Mortgagor and Mortgagee 
By V. DOWNING EDWARDS 


The writer is a member of the Wisconsin Bar and has been an 
attorney for the Wisconsin Department of Taxation. 


ONFUSION faces the aver- 

age mortgagor and mortgagee 
today when an attempt is made 
to determine the present or future 
Federal tax liability under the In- 
ternal Revenue Code, Regulations 
and Decisions pertaining to mort- 
gages. Taxes may be minimized 
by the mortgagor and the mortga- 
gee if certain steps are taken at the 
time the mortgage contract is en- 
tered into, and if certain procedure 
is followed during the holding per- 
iod of the mortgage and at the time 
of foreclosure. It is, therefore, 
important, whether a person is a 
party to a single mortgage con- 
tract or many, that he have a 
knowledge of the various Federal 
tax problems involving mortgages. 
An attempt will be made to call 
attention to the more important 
provisions of the Internal Revenue 
Code, rules and regulations of the 
Treasury Department, and the de- 
cisions of the Tax Court and the 
various Federal courts pertaining 
to mortgages in order that a tax- 
payer may have a general idea of 
the various factors to be consid- 


ered. No attempt will be made to 
discuss the pros and cons of the 
law set forth or to go into the 
various problems in detail, as a tax 
advisor should be consulted on 
any specific problems because of 
the complexity and uncertainty in 
the tax law today as it pertains to 
mortgages. 


Commissions and Expenses in 
Securing a Loan 


The expenses in securing a loan 
incurred by the mortgagor at the 
time a mortgage contract is en- 
tered into, such as commissions 
and other expenses, should be pro- 
rated over the life of the loan and 
deducted accordingly. The Board 
of Tax Appeals formerly held that 
a loan commission was deductible 
if the taxpayer was on the accrual 
basis in the year a note was given 
for the commission. This decision 
was overruled later and the Board 
held that taxpayers on the accrual 
or cash basis should pro rate com- 
missions and expenses over the life 
of.the loan. This applies to all 
types of loans as well as real estate 
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mortgages. Commissions paid to 
secure a renewal of a loan or real 
estate mortgage should be treated 
similarly. If the commissions are 
paid to a party other than the 
party making the loan, the require- 
ment is still that they be pro rated 
over the life of the loan. If the 
property is later sold and the pur- 
chaser assumes the mortgage, the 
unamortized portion of the com- 
mission or expenses is deductible 
in the year of sale by the mortgag- 
or. The same rules apply when 


the property is sold subject to a 
mortgage, as in the case where the 
purchaser assumes the mortgage. 


Interest at Time of Foreclosure. 


The Supreme Court has held 
that where a taxpayer forecloses 
a niortgage loan and purchases the 
property at foreclosure sale by in- 
cluding in his bid the full amount 
of the mortgage plus accrued un- 
paid interest, he realizes taxable 
income in the amount of the ac- 
crued interest even though he con- 
tends that the fair market value of 
the property at the time of sale 
was less than his bid. The reason- 
ing behind this decision is that the 
taxpayer has constructively re- 
ceived payment of the accrued in- 
terest even though he is on the 
cash basis. The Tax Court and 
the Federal courts have applied 
the same rule where there is a 
voluntary conveyance by the 
mortgagor in consideration of the 
cancellation of the principal and 
interest of the mortgage if the 
fair market value of the property 
at the time of the transfer exceeds 
the principal of the mortgage. In 
such cases, the amount reportable 
as interest by the mortgagee is the 
amount by which the fair market 
value of the property exceeds the 
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principal of the mortgage. If there 
is a voluntary conveyance and the 
market value of the property is 
less than the principal of the loan, 
there is no interest income. The 
Tax Court has held that an inquiry 
is not prohibited at the time the 
property is sold by the mortgagee 
as to the fair market value of the 
property at the time of the fore- 
closure sale for the purpose of com- 
puting a gain or loss on the sale of 
such property, even though inter- 
est income was realized when the 
mortgagee bid in the mortgaged 
property for the amount of the 
mortgage plus accrued interest, 
and the fair market value of the 
property was less than the bid. 
Huey & Philp Hardware Co., 40 
B.T. A. 781. 

A mortgagor is entitled to de- 
duct the amount of interest cred- 
ited to him if the property is bid 
in at a foreclosure sale for the 
amount of the debt and accrued 
interest. This rule applies even 
though the mortgagor is on the 
cash basis and did not pay the in- 
terest in cash. Helvering v. Mid- 
land Mutual Life Insurance Co., 
3800 US. 216; Blossom et al, 38 
B. T. A. 1136. 


Losses on Foreclosure 


The treatment of losses incurred 
by the mortgagee if the mortgaged 
property is foreclosed or trans- 
ferred to the mortgagee in com- 
promise of the mortgage debt is 
provided for in Section 29.83 (k) 
(3) of Regulation 111 under the 
Internal Revenue Code. This 
Section provides that if mortgaged 
or pledged property is lawfully 
sold, whether to the mortgagee or 
another purchaser, for less than 
the amount of the debt, and the 
portion of the indebtedness re- 








maining unsatisfied after such sale 
is wholly or partially uncollectible, 
the mortgagee or pledgee may de- 
duct such amount (to the extent 
that it constitutes capital or repre- 
sents income reported by him) as 
a bad debt for the taxable year in 
which it has become wholly worth- 
less or is charged off as partially 
worthless. Accrued interest may 
only be included as part of the 
deduction if it has previously been 
reported as income. In addition, 
this Section further provides that 
if the mortgagee buys in the mort- 
gaged or pledged property, a gain 
or loss is realized, measured by the 
difference between the amount of 
the obligations of the debtor, 
which are applied to the purchase 
or bid price of the property (to 
the extent that it constitutes capi- 
tal or represents income reported 
by him) and the fair market value 
of the property. The basis of the 
property for determining the gain 
or loss on a subsequent sale when 
the property was bid in by the 
mortgagee is the fair market value 
of the property at the date of ac- 
quisition. 

The fair market value of the 
property is presumed to be the 
amount of the bid at the fore- 
closure sale, in the absence of clear 
and convincing proof to the con- 
trary. It is, therefore, advisable 
to have foreclosure proceedings, 
when it is feasible, in order that 
the taxpayer will not have the 
burden of proving the fair market 
value of the property as of the date 
of acquisition. In addition, if 
foreclosure proceedings are used, 
the taxpayer in most cases will be 
assured as to the amount of his 
bad debt deduction. 

The rule previous to this regu- 
lation was that where pledged or 
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mortgaged property is purchased 
upon foreclosure by the pledgee or 
mortgagee for the amount of the 
debt, the property stands in the 
place of the debt and any loss is 
deferred until the property is dis- 
posed of. Where real property is 
concerned, this rule is superseded 
by the regulation. 


At the present time if mortgaged 
property is sold for less than the 
amount of the debt, whether the 
mortgagee or another party pur- 
chases the property, and it is 
shown that the deficiency is wholly 
or partially uncollectible, the de- 
ficiency loss may be deducted as 
a bad debt. 

If a mortgage is foreclosed and 
the mortgagee purchases the mort- 
gaged property at the foreclosure 
sale for the amount of the unpaid 
indebtedness, and the fair market 
value of the property as of that 
date is less than the amount of the 
unpaid indebtedness, no deduction 
may be taken for a bad debt. The 
mortgagee, however, will sustain a 
capital loss subject to the limita- 
tions of Section 117 of the Internal 
Revenue Code instead of a bad 
debt deduction. The capital loss 
will be measured by the difference 
between the basis of the obliga- 
tions of the debtor applied to the 
bid price of the property at the 
foreclosure sale and the fair market 
value of the property. As men- 
tioned before, the fair market 
value of the property under the 
regulations is presumed to be the 
amount for which it is bid in at 
the foreclosure sale, in the absence 
of clear and convincing proof to 
the contrary. Therefore, the bur- 
den of proof will be on the mort- 
gagee to prove the market value 
is less than the bid price, which 
proof is usually difficult to meet. 
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It is important for a mortgagee to 
give due consideration to the 
amount bid at the foreclosure sale 
as the amount will determine 
whether a loss is incurred and what 
portion of the loss is to be treated 
as a bad debt or capital loss. If 
it is a bad debt, the taxpayer will 
get the full deduction as an ordi- 
nary loss; while if a capital loss, 
the taxpayer may not get the full 
benefit of the loss deduction as 
such will be subject to the provi- 
sions and limitations of Section 117 
of the Internal Revenue Code. 

The following examples are set 
forth which may be helpful in 
clarifying these rulings. The mort- 
gage indebtedness is $25,000.00 in 
all examples. 

Example 1. If the purchase or 
bid price of the mortgagee is $15,- 
000.00 and the amount of the obli- 
gations of the debtor applied to 
the bid price is $15,000.00 and the 
fair market value of the property 
is $15,000.00, the amount of the 
bad debt deduction will be $10,- 
000.00. There will be no capital 
gain or loss. 


Example 2. If the mortgagee 
bids $15,000.00 and the fair market 
value of the property in Example 
1 is $20,000.00, and the amount of 
the obligations of the debtor ap- 
plied to the bid price is $15,000.00, 
the mortgagee will have a capital 
gain in the amount of $5,000.00. 


Ezample 3. If the fair market 
value of the property as set forth 
in Example 2 is $10,000.00, the 
mortgagee then will have a capital 
loss of $5,000.00. 

In Examples 2 and 3, the mort- 
gagee will also have a bad debt 
deduction of $10,000.00, as in Ex- 
ample 1. 


Example 4. Asuming that the 
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mortgage indebtedness is $25,000.- 
00 and the purchase or bid price 
by the mortgagee is $25,000.00, 
there will be no bad debt deduc- 
tion, and assuming that the obli- 
gations of the debtor applied to 
the bid price amounts to $25,000.- 
00, and that the mortgagee is able 
to prove that the fair market value 
of the property is only $10,000.00, 
the mortgagee will sustain a capital 
loss in the amount of $15,000.00, 
which is subject to the limitations 
of Section 117 of the Internal Rev- 
enue Code. 

From these examples, it can be 
seen that it is important, taxwise, 
in case a mortgagee purchases 
property at a foreclosure sale, to 
consider the tax effect insofar as 
the bid price is concerned. 


Proof of Bad Debt. 


Since a mortgagee may main- 
tain an action against the mort- 
gagor where the proceeds of a 
foreclosure sale are not sufficient 
to satisfy the mortgage debt, the 
mortgagee will not be allowed a 
bad debt deduction by showing 
only the failure of the security; he 
must also show that legal action 
to collect the debt resulted in no 
recovery or that such an action 
would in all probability be useless 
before he will be allowed the de- 
duction of the bad debt. If a de- 
ficiency judgment cannot be ob- 
tained under the state law, a de- 
duction of the bad debt will be al- 
lowed to the mortgagee without 
any further action to be taken on 
his part. The amount of a de- 
ficiency judgment in a foreclosure 
action, assuming that the bid price 
was the fair market value of the 
property, is deductible as a bad 
debt when such deficiency judg- 
ment is ascertained to be worthless. 
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Compromise of Mortgage Debts 


A different treatment than set 
forth above is provided in cases 
where the mortgage debt is com- 
promised by the mortgagor con- 
veying the property to the mort- 
gagee. The Treasury Department 
in I.E. 3458, 1942 1 C.B. 74, ruled 
that where a creditor accepts a 
voluntary conveyance of property, 
including property pledged as se- 
curity for a debt in partial or full 
satisfaction of the unpaid portion 
of the indebtedness, the receipt of 
the property so conveyed, to the 
extent of its fair market value at 
that time, shall be considered as 
receipt of payment of the obliga- 
tion satisfied. If the value of such 
obligations, the difference may be 
deducted as a bad debt. There is 
an exception to this rule in that 
if the obligations satisfied are se- 
curities as defined in Section 23 
(k) (8) and 117 (f) of the Intern- 
al Revenue Code, which include 
bonds, debentures, notes or certifi- 
cates, or other evidences of indebt- 
edness, issued by any corporation, 
including those issued by a govern- 
ment or political subdivision there- 
of, with interest coupons or in reg- 
istered form, the gain or loss result- 
ing from the transaction shall be 
considered as a capital gain or loss 
and subject to the provisions of 
Section 117 of the Code. If the 
property acquired by a comprom- 
ise of the mortgage debt is subse- 
quently sold, the basis for deter- 
mining gain or loss is the fair 
market value of the property as 
of the date of acquisition. Pre- 
vious to I.T. 3458, the Treasury 
Department held that where a 
mortgage debt was compromised 
by the debtor transferring title to 
the mortgaged property to the 
mortgagee for the release from the 
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obligation, the loss, if any, was to 
be considered as a loss from, the 
sale or exchange of a capital asset 
and was not deductible as a bad 
debt. 


Debt Charge-off 


There are many cases which 
hold that before a mortgagee may 
take a bad debt deduction, such 
debt must be charged off in that 
year on the taxpayer’s books, but 
today a charge-off is no longer a 
pre-requisite to the bad debt de- 
duction. The 1942 Revenue Act 
amended the Code to allow a de- 
duction for a debt which has be- 
come worthless in the taxable year 
without reference to the year in 
which charge-off is made or worth- 
lessness ascertained. It is not now 
necessary that the bad debt de- 
duction be taken in the year in 
which it is charged off on the tax- 
payer’s books, or that it be charged 
off on the taxpayer’s books before 
the deduction may be taken. 


Mortgagor Losses 


As to the treatment of losses of 
the mortgagor, the Commissioner 
and the courts and the Board have 
had conflicting views on the ques- 
tion as to when the mortgagor’s 
loss on a foreclosure sale is deduct- 
ible. The Commissioner ruled that 
the loss was incurred when the 
foreclosure sale took place. The 
Board and the courts held that the 
loss was incurred when the period 
of redemption expired. The Com- 
missioner now has accepted the 
Board’s and the Courts’ view and 
holds that the loss is deductible by 
the mortgagor when the period of 
redemption expires. 

The capital loss provisions of the 
Internal Revenue Code apply to 
forced sales as well as voluntary 
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sales. A mortgagor’s loss on the 
foreclosure of his mortgaged prop- 
erty is a capital loss, and the defin- 
ite event fixing the loss is the ex- 
piration of the period of redemp- 
tion. 


Dealers 


It hould be mentioned at this 
time that the capital gain and loss 
limitations are not applicable to 
securities of a dealer in securities 
unless the securities are held prim- 
arily for investment and not for 
sale in the trade or business. 

Traders are distinguished from 
dealers under the regulations and 
are subject to the capital gain and 
loss limitations. 

The Commissioner of Internal 
Revenue has ruled in the past that 
in all cases where parcels of real 
estate are acquired by a bank, 
mortgage finance company, or 
building and loan association, 
through foreclosure of mortgages 
on defaulted loans, that the real 
estate must be considered as held 
by them primarily for the sale to 
customers in the ordinary course 
of trade or business. The gains 
and losses resulting from the dis- 
position of the property are to be 
considered as ordinary gains and 
losses. The Tax Court recently 
held that the gains were subject to 
the capital gains provisions of the 
{Internal Revenue Code. In over- 
ruling the Commissioner, the Court 
said that such real estate was a 
capital asset as the state law, in 
the case before the court, preclud- 
ed a bank from carrying on a real 
estate busines. Kanawha Valley 
Bank v. Commissioner, 4 T. C. 252. 
The Commissioner, since this de- 
cision has acquiesced to it and re- 
voked his previous ruling. It is, 
therefore, important for a bank, 
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mortgage finance company, or 
building and loan association to 
determine whether or not under 
the laws of the state they are pre- 
cluded from carrying on real estate 
business. If they are not so pre- 
cluded, the Commissioner may still 
treat the gains from the sale of real 
estate acquired by foreclosure as 
ordinary gains and losses. 


Abandonment Losses 


The former position of the Com- 
missioner of Internal Revenue as to 
abandonment losses was that a loss 
could not be deducted as to the 
value of real estate as long as title 
to the property remained in the 
taxpayer. The Board of Tax Ap- 
peals sustained this ruling. The 
ruling and decisions were based 
upon the theory that real estate 
could not be abandoned. It was 
later decided by the courts that 
there was no differentiation be- 
tween real and personal property 
insofar as the Income Tax Statutes 
were concerned, and the tests that 
had been applied by the Supreme 
Court to personal property should 
be equally applicable for losses in- 
volving real estate. These de- 
cisions held that the sale of land 
is the most conclusive identifiable 
event to establish a loss, but it is 
not the only possible identifiable 
event which can fix and determine 
a loss. If all other requirements 
are met, a taxpayer can now aban- 
don his real estate and deduct a 
loss even though divesting of legal 
title does not result. If the real 
property is abandoned, it is neces- 
sary that the taxpayer meet the 
burden of proof that the real 
estate is worthless in order to sus- 
tain the deduction. 

A taxpayer who is not personally 
liable on a mortgage and presents 
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sufficient evidence that the prop- 
erty became worthless in the year, 
thus establishing the identifiable 
event fixing a loss, will be allowed 
an ordinary loss. If he is person- 
ally liable on the mortgage, and is 
subject to a deficiency judgment if 
the property is insufficient to 
satisfy the encumbrances, it may 
be impossible or difficult to obtain 
the deduction. The decisions on 
this question, allowing abandon- 
ment loss where the mortgagor is 
personally liable on the mortgage, 
conflict in the various circuits. 
Unless the Supreme Court deter- 
mines this issue, it is doubtful 
whether or not a mortgagor may 
sustain an abandonment loss if he 
is personally liable on the mort- 
gage. 

If a mortgagor of real estate, 
who is insolvent or not personally 
liable on the mortgage, abandons 
the mortgaged property to the 
mortgagee, he will be allowed to 
deduct a bad debt loss instead of a 
capital loss. The loss is allowed 
even though the title to the prop- 
erty still remains in the mortgagor 
until foreclosure proceedings are 
completed at a later date. If the 
mortgage is foreclosed before the 
property is abandoned, the mort- 
gagor will have a capital loss. It 
is, therefore, possible in certain 
cases to avoid the capital loss 
limitations. However, if a taxpayer 
is to avoid these capital loss limita- 
tions, the worthlessness of the 
property must be established be- 
fore the year in which the fore- 
closure sale takes place or possibly 
when the period of redemption 
expires. 


Taxes on Mortgaged Property 


The mortgagee who pays delin- 
quent taxes prior to foreclosure of 
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the mortgage, must treat the pay- 
ments as an additional loan on the 
property, and if the delinquent 
taxes are paid after foreclosure 
they represent additional cost of 
the property. In either case, the 
taxes are not deductible by the 
mortgagee as taxes or as expenses. 
Schieffelin Est., 44 B.T.A. 137; I.T. 
1611 IJ-1 CB 87. The same rule 
applies for water rents, expendi- 
tures on account of abstract costs 
and other capital expenditures 
paid by the mortgagee in connec- 
tion with the mortgaged property. 
It has been consistently held that 
any expenses of carrying the mort- 
gaged property paid by the mort- 
gagee prior to the actual fore- 
closure are not deductible as ex- 
penses but should be added to the 
basis of the mortgage. . 

If a mortgagor advances money 
to the mortgagee for the payment 
of taxes on the mortgagor’s prop- 
erty, the mortgagor may deduct 
such taxes, if he is on the cash 
basis, in the year in which the 
mortgagee makes payment to the 
taxing authorities. If he is on the 
accrual basis, he may deduct them 
for the year in which the tax is 
assessed. I.7.. 3326, 1939-2, CB157. 
This Treasury Decision applies to 
F.H.A. mortgages, but the same 
rule will apply to any other type 
of mortgage if the mortgagee pro- 
vides that the mortgagor is to ad- 
vance money to the mortgagee to 
pay taxes on the property. 


Rents Received By Mortgage 


Where there is a breach of the 
conditions of a mortgage and the 
mortgagee has made entry to fore- 
close and collects rents during the 
period prior to actual foreclosure 
such rents are not considered as in- 
come to the mortgagee but are 
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treated as payments toward the 
reduction of the mortgage debt. 
Hadley Falls Tr. Co., 22 Fed. Sup- 
plement 346. 


Various Problems 


In those cases where the mort- 
gagee forecloses a mortgage and 
takes the property subject to a 
prior mortgage, the cost of the 
property to the mortgagee is the 
sum of his mortgage and the mort- 
gage the property was taken sub- 
ject to. 

The Board of Tax Appeals was 
held that a holder of a second 
mortgage who reports on the ac- 
crual basis may not deduct unpaid 
interest on a defaulted first mort- 
gage on the theory that in order to 
protect its second mortgage it 
would be obligated to pay the 
principal and interest on the first 
mortgage. Rawson Realty & Con- 
struction Co. Inc., Me. Op. Dec. 
10,045-C. 

If a loan is evidenced by a 
second mortgage and is eliminated 
by the foreclosure of the first mort- 
gage, the amount of the note 
secured by the mortgage is de- 
ductible as a bad debt in the year 
it is ascertained to be worthless. 

It is not necessary for a receiver 
appointed to collect rents and 
profits and to operate a mortgaged 
parcel of real estate to file an in- 
come tax return as a receiver unless 
he controls all of the individual’s 
or corporation’s property. 

All mortgagors of real property 
making payment to another per- 
son of interest of $500.00 or more 
in any taxable year are required to 
render a true and accurate return 
to the Commissioner setting forth 
the amount of such interest and 
the name and address of the recipi- 
ent of such payment. If the mort- 
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gagor is a corporation such returns 
may be required regardless of the 
amount of the interest payment. 
Section 147, Internal Revenue 
Code. 

The cost basis of property pur- 
chased subject to a mortgage 
which is not assumed, but later 
satisfied for the face amount” 
or less, is the amount paid to 
satisfy the mortgage plus the con- 
sideration paid at the time of pur- 
chase. 


Gain on Redemption 


If bonds issued by a corporation, 
secured by a mortgage, are re- 
deemed at a premium, the method 
of treatment of this gain by the 
holder of such bonds depends upon 
whether or not such bonds have 
coupons attached or are in regis- 
tered form. If coupons are attached 
or the bonds are in registered form, 
the gain will be considered as a 
capital gain under Section 117 (f) 
of the Internal Revenue Code. If 
there are no coupons attached or 
the bonds are not registered, the 
gain will be treated as an ordinary 
gain. Gerard v. Helvering, 120 
Fed. (2d) 235. 


Settlement of Mortgage for Less 
Than Face Amount 


If an individual mortgagor se- 
cures a release of a mortgage in- 
debtedness by paying the mortga- 
gee less than the face amount of 
the mortgage, he does not realize 
taxable income in the amount of 


the cancelled indebtedness. The 
ultimate gain or loss will be de- 
termined upon the sale of the 
property. The forgiveness of the 
indebtedness does not involve tax- 
able income as there is merely a 
reorganization of the capital in- 
vestment, and a loss in capital 
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value is sustained equal in amount 
to at least the gain from reducing 
the indebtedness. Helvering v. A. 
L. Killian Co., 128 Fed. (2d) 488. 
Gehring Publishing Co. Inc., 1 
T. C. 346. 

The same rule applies to cor- 
porations for taxable years begin- 
ning after December 31, 1941. The 
1989 Internal Revenue Act pro- 
vided in Section 22 (b) (9) for a 
temporary exemption of income 
arising from a corporation’s dis- 
charge of its indebtedness if the 
corporation could prove that it was 
in unsound financial condition. 
The 1942 Revenue Act eliminated, 
for taxable years beginning after 
December $1, 1941, the require- 
ment that a corporation must 
show that it is in unsound fi- 
nancial condition in order to re- 
ceive the benefit of this exemption. 
This exemption has been extended 
to December 31, 1947, at the pres- 
ent time. 


Discounts and Commissions 


A tax question which confronts 
a taxpayer who deals in mortgages, 
and particularly banks and finan- 
cia] institutions which receive com- 
missions and discounts on mort- 
gages, is to determine when the 
commissions and discounts should 
be reported as income. This has 
been the subject of much litiga- 
tion. The Commissioner has issued 
rulings on this question and the 
Board of Tax Appeals, and the 
courts, have agreed with and re- 
pudiated the Commissioner’s rul- 
ings. Today many problems arise 
in regard to commissions and dis- 
counts for which no definite rules 
can be found as to their treatment. 
At the present time there are, 
however, certain concrete rules 
which can be laid down in situa- 
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tions in which the Commissioner 
and the courts have agreed. The 
starting point in all cases is to 
determine first the taxpayer’s 
method of accounting—whether he 
is on the accrual or cash basis. 

The Commissioner has acqui- 
esced to the court decisions that no 
distinction should be made for tax 
purposes bteween a discount and a 
commission if the taxpayer uses 
the cash method of accounting, 
and the discount or the commis- 
sion is deducted from the face 
amount of the loan at the time the 
loan is made. A cash basis tax- 
payer reports such discounts and 
commissions as income only when 
actually received, which would be 
upon the payment, sale or other 
disposition of the mortgage. 

If a taxpayer on the cash basis 
discounts a loan which is to be 
paid back on the installment basis, 
the income which arises because 
of this discount should be reported 
ratably over the period of the loan, 
and, therefore, part of each install- 
ment will be considered as princi- 
pal and part as income. A cash 
basis taxpayer gives the same 
treatment to discount income if a 
loan is bought at a discount as he 
would if the loan is issued at a dis- 
count. 

An accrual basis taxpayer who 
makes a loan and charges not only 
interest but also a commission for 
his services, which is covered by a 
note, reports the commission as an 
accrued profit which is taxable in 
full at the time the loan is made 
and not when received. If an ac- 
crual basis taxpayer extends a 
loan after he has purchased it, any 
charge made for the extension is 
considered as commission, and is 
income when the loan is extended. 

An accrual basis taxpayer who 
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buys notes or mortgages through 
a broker at a discount includes as 
income the amount of the discount 
actually earned in each year, even 
though not received. 

The difference in the rulings as 
to the treatment of income from 
discounts and commissions as it 
applies to accrual basis taxpayers 
is that a taxpayer who buy a loan 
on the market at a discount per- 
forms no services but only acquires 
a fixed obligation of the mort- 
gagee to pay the face amount. 
Since no services have been per- 
formed, the discount is earned over 
the period of the loan and is tax- 
able as it is earned. The commis- 
sion is earned when the loan is 
made and is, therefore, income to 
the lender on the accrual basis at 
that time. 

Interest income is reported by 
the cash basis taxpayer as it is 
received, while the accrual basis 
taxpayer reports interest income 
as it is earned. 

In summary, the following con- 
crete rules can be stated as to dis- 
counts and commissions. 

Cash basis taxpayers do not re- 
port interest, commissions or in- 
come from discounts until re- 
ceived. If the mortgage was 
bought at a discount or issued at 
a discount and the loan is repaid 
on the installment basis, the in- 
terest is income when it is re- 
ceived and the remainder of the 
installment is part principal and 
part discount, which is income. 

Accrual basis taxpayers report 
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interest as income as it is earned. 
A commission on a loan is income 
when the loan is made. The 
charge for extending a loan will 
be considered as commission and 
is income when the new loan is 
made by the extension. If money 
is loaned at a discount or a mort- 
gage is bought at a discount, the 
discount is income as earned, al- 
though not paid. If the loan was 
made or purchased at a discount 
and the loan is repaid on the in- 
stallment basis, interest is sub- 
tracted from the installment, and 
a ratable part of the remainder of 
the installment is part principal 
and part income. 


Conclusion 


Federal tax liability may be 
minimized or increased by having 
a thorough knowledge of the tax 
laws and tax problems pertaining 
to mortgages. A detailed discus- 
sion of the problems and cases re- 
lated thereto has been avoided as 
the intention of this article is to 
discuss as much of the field as 
space permits. For the same 
reason a lengthy citation of cases 
has been omitted. 

The experience of the writer has 
been that many taxpayers having 
an interest in mortgages have been 
confused as to the treatment to be 
given to their Federal tax prob- 
lems. It is hoped that this dis- 
cussion may be of help to tax- 
payers confronted with problems 
of this nature. 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Recovery Program 


AUL G. HOFFMAN, chairman 

of the Committee for Economic 
Development, has offered a ten 
point program to avoid “the very 
real threat of inflation.” This pro- 
gram includes a revision of the 
entire tax system. 

Greatest single hazard that faces 
our economy, states Mr. Hoffman, 
is the boom-bust cycle, and the 
problem, therefore, is one of mod- 
erating our business cycles. In the 
past, our lack of restraint during 
periods of boom precipitated the 
ensuing busts. In other words, the 
cure lies in making our market 
demand less erratic and more 
stable, and to achieve this result, 
Mr. Hoffman now recommends the 
following program: 

1. Because production is still far 
behind demand, consumers should 
postpone all except urgent pur- 
chases. 


2. Purchasing power should be 
drained off into a reservoir for 
future use whenever demand ex- 
ceeds supply and money in circula- 
tion is excessive. Such a reservoir 
exists in the form of Government 
bonds, particularly the series E 
bonds. 

3. Wherever possible, purchases 
of capital goods and equipment by 
private industry should be post- 
poned for the time being. 

4. Renewed attention must be 
given to scientific control of sales 
expenditures by business. Too 


often have sales budgets been 
boomed in times of easy selling 
and decreased when sales have 
been difficult. This process should 
be reversed. 


5. Restraint must be exercised 
in the establishment of wage levels 
and prices. Higher wage demands 
by labor and price boosts by busi- 
ness Only pave the way for an ul- 
timate decline of greater propor- 
tions. 

6. Production must be main- 
tained to the limits of our capacity. 
Today, demand for merchandise 
still exceeds supply. On occasion, 
both business and labor have been 
guilty of conspiring to restrict pro- 
duction; business has reduced its 
collective output while labor has 
reduced individual output. 

7. Real estate transactions should 
be negotiated with caution. In the 
past, economic panics have been 
aggravated by severe collapses in 
inflated land values. 


8. Local and national govern- 
ments must exercise restraint in 
making expenditures not urgently 
needed at the moment. Public 
works projects should be deferred. 


9. Unemployment insurance cov- 
erage should be extended to bring 
into its orbit workers not now 
covered. Unemployment insur- 
ance promotes continuity of in- 
come and is essential to the 
achievement of greater economic 
stability. 

10. Revision of our entire tax 
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structure is also necessary if we are 
to combat inflation and promote 
economic stability. Tax rates 
should be set to balance the na- 
tional budget in a period of normal 
prosperity and should then remain 
unchanged. Judging by past eco- 
nomic history, there is adequate 
basis for the belief that, in the 
period of a whole business cycle, 
receipts should exceed expendi- 
tures. Significant feature of stabi- 
lized tax rates is that they result 
in the collection of a high volume 
of tax dollars in periods when in- 
flation threatens, and a low volume 
of tax dollars in periods of de- 
pression. In other words, such a 


policy deprives people of money at 
times when they are inclined to 
spend too much, and leaves them 
with larger funds when they have 
little to spend. 

By following this program, Mr. 


Hoffman maintains, the United 
States, in the next twenty-five 
years, could abolish poverty, 
double the living standard and 
“make such progress as we have 
never made before during a like 
period of time.” 


Bank Directors 


The Federal Reserve Board has 
the power to remove bank direc- 
tors who are associated with under- 
writing firms, even though under- 
writing is not the principal activity 
of the underwriting firms with 
which the directors are associated. 
This is the substance of a decision 
recently delivered by the U. S. 
Supreme Court. 

The case in question involved 
two bank directors who had been 
ordered removed from office on the 
grounds that they were in the em- 
ploy of a company “primarily en- 
gaged” in underwriting. Legisla- 
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tion prohibits banks from naming 
directors who are employed in 
firms “primarily engaged” in un- 
derwriting. The interpretation 
placed upon the statute by the 
Supreme Court is that “primarily 
engaged” does not mean that 
underwriting must be the com- 
pany’s most important single 
activity. 

The underwriting business of the 
investment banking firm with 
which the two directors had been 
associated did not, by any quanti- 
tative test, exceed 50 per cent of 
its total business. Upon this fact, 
the District Court had ruled that 
the Reserve Board’s order was not 
justified. This view had also been 
sustained by the Circuit Court of 
Appeals which had stated that 
primary means first or chief; that a 
company is not “primarily en- 
gaged” in underwriting when 
underwriting is not by any stand- 
ard its chief or principal business. 

This view, of course, has been 
reversed by the Supreme Court. 
Specifically, the high tribunal has 
declared that “If the underwriting 
business of a firm is substantial, the 
firm is engaged in the underwriting 
business in a primary way, though 
by any quantitative test, under- 
writing may not be its chief or 
principal activity. On the facts in 
this record we would find it hard to 
say that underwriting was not one 
primary activity of the firm and 
brokerage another.” 

This final ruling is a liberal inter- 
pretation of Congressional intent 
in legislation which separated com- 
mercial banking operations from 
investment banking activities. 
Nevertheless, it would seem as 
though the decision embodies the 
spirit in the Banking Act of which 
it was a part. 


4 





THE BANKING LAW JOURNAL 


Savings Bank Investments 


The New York State Banking 
Board has authorized the continu- 
ance on the legal list of all the 
issues of securities of Pennsylvania 
and Pere Marquette Railroads, as 
well as certain issues of the New 
York Central Railroad. Total par 
value of the bonds of the three 
roads retained by the Board’s 
action amounts to over $1.1 billion. 

Information available to the 
State Banking Department indi- 
cated that earnings of these car- 
riers in 1946 fell below the pre- 
scribed statutory standards, spe- 
cific Banking Board authorization 
excepted. 

Action of the Banking Board 
continues as investments legal for 
savings banks all of the $772 mil- 
lion obligations of the Pennsyl- 
vania Railroad and the $56 million 
Pere Marquette Railroad bonds 
now eligible. Over $300 million of 
the $788 million New York Central 
obligations now on the legal list are 
also retained. 


World Bank Bonds 


Flotation of World Bank bonds 
is still some months off. By May, 
it is anticipated, the Bank will have 
received, on account of capital sub- 
scriptions, $720 million of U. S. 
dollars and $80 million of Canadian 
and other free funds. Also to be 
received will be the equivalent of 
almost $800 million of other cur- 
rencies not readily available for 
current loans. Thus, immediate 
loan petitions can be met from 
capital. Accordingly, it is probable 
that long-term or intermediate- 
term obligations may not make 
their appearance on the market 
until late in the year, and then only 
in relatively small amounts. Those 
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issued will be sold via the competi- 
tive bidding route. 

Eugene Meyer, recently resigned 
President of the Bank, has called 
attention to the strong investment 
position of the obligations. General 
Counsel of the Bank, Mr. Meyer 
stated, has pointed out that each 
member is obligated for the full 
amount of its subscription to the 
capital of the Bank, regardless of 
the obligations of other members. 
Accordingly, should some members 
fail to respond to a call on their 
subscriptions, the “bank may con- 
tinue to make pro rata calls up to 
the full amount of its capital, until 
the amount received by the Bank 
is sufficient to meet its obligations 
for funds borrowed by it or on 
guarantees made by it.” In effect, 
the debentures of the Bank will be 
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joint and several obligations of the 
members, up to the amount of 
each member’s capital subscrip- 
tion. It is also noteworthy that 
the loan portfolio, subscribed 
capital and reserves cannot be less 
than 200 per cent of the Bank’s 
obligations. 


Before the first bonds are issued, 
legislation will be sought to relieve 
underwriters of liability under the 
Securities Act. The bonds may 
also be determined to be legal for 
savings banks investments. How- 
ever, there is nothing definite as 
yet in this regard. 


Interest Rates 


Secretary of the Treasury John 
Snyder declares that “No anti-in- 
flationary purpose would be served 
by raising interest rates at the 
present time.” According to Mr. 
Snyder, the present structure of 
the federal debt is well adapted to 
the needs of the various investor 
classes, with respect to both types 
of securities and length. of maturi- 
ties. Accordingly, he sees no basis 
for any change. 


S. Sloan Colt, president of the 
Bankers Trust Company of New 
York, feels that the decline in in- 
terest rates has stopped. While 
there has already been some firm- 
ing of rates, he states that the 
future course will depend on Gov- 
ernment fiscal policy. 


George Whitney, president of 
J. P. Morgan & Co., notes that 
there has been “some hardening” 
of short-term money. Mr. Whitney 
declares that there is a great deal 
of money available and that rates 
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will depend on the amount of 
money invested. 


Bank Earnings 


Opinion of bank executives at 
the annual meetings of various 
leading banking institutions is that 
1947 net operating income of com- 
mercial banks will be somewhat 
below 1946 performance. A large 
number of institutions reported 
1946 net operating income at a 
level below 1945, although, in some 
instances, profits on the sale of 
securities brought total income 
above that of 1945. 

Largest increase in costs was in 
salaries and wages paid. Impact of 
this rise was only partially re- 
flected in 1946 operations, since 
most of the increases were put into 
effect after 1946 was well on its 
way. From the income standpoint, 
note should be taken of the fact 
that the Treasury’s debt reduction 
program—which reduced deposits 
and thereby reduced the volume of 
bank earning assets—was also late 
in starting. 

Events which may tend to 
counteract the above tendencies 
may be found in the expansion of 
private loans, accompanied by a 
firming in interest rates. And 
should the Federal Reserve Board 
permit the rate on short-term 
Governments to rise slightly, addi- 
tional benefits might accrue. 

Many institutions are examining 
plans to increase mechanization of 
such operations as check handling. 
It is generally agreed, however, 
that the relative profitability of 
bank operations this year will be 
largely determined by the rates 
obtained on business loans. 





BANKING NOTES 


Manufacturers Shows Increased 
Earnings 

N his annual report to stock- 

holders Harvey D. Gibson, presi- 
dent of the Manufacturers Trust 
Company of New York comments 
as follows on his bank’s earnings 
for 1946: 

“Gross earnings for the year were 
$3,640,712 more than for 1945, due 
somewhat to additional income 
from the large volume of commer- 
cial loans. Operating expenses also 
increased, largely due to the in- 
creased salary payments of our 
staff which aggregated $2,312,046 
more than during 1945. Included 
in this amount is 6% supplemen- 
tary remuneration paid in Decem- 
ber 1946 on salaries up to $6,000 to 
employees receiving $10,000 or less 
annually. Our Pension and Retire- 
ment Fund costs approved by our 
stockholders a year ago were also 
an added expense and during the 
past year involved the charge for 
future service payments of $591,469 
to our current earnings. $1,279,252 
was also charged to Reserve 
Account to cover cost of three 
years past services, the payments 
due in 1947 and 1948 having been 
anticipated in 1946. As will be 
seen from the statement of Income 
and Expense for the year 1946 sub- 
mitted herewith, our net earnings 
show an increase of $735,098 over 
1945. 

“As has been our custom for 
many years, net operating earnings 


do not include recoveries on items 
heretofore charged off or net profits 
from the purchase and sale of se- 
curities of from the sale of miscel- 
laneous items above book values. 
Nor do they include charge-offs, 
settlement of claims, losses on as- 
sets sold, or additional reserves set 
up. Recoveries and net gains from 
the sale of miscellaneous assets 
during 1946 amounted to $924,985.- 
70, and the net profit on the 
sale of securities amounted to 
$2,787,881.06. These non-recurring 
amounts, less the net taxes payable 
on them, were credited directly to 
Reserve accounts. 

“Some of these transactions re- 
sulted in tax savings during 1946 
of $358,000, which amount was 
credited to Contingent Reserve ac- 
count, so that our current earnings 
should not be affected thereby.” 


National Bank of Detroit Earnings 


In his annual report to stock- 
holders Walter S. McLucas, chair- 
man of the board of the National 
Bank of Detroit comments as fol- 
lows on his bank’s earnings for 
1946: 

“For the year 1946, earnings were 
$4,408,832, equivalent to $3.53 a 
share on 1,250,000 shares of com- 
mon stock outstanding, as com- 
pared with $4,376,712 or $3.50 a 
share in 1945. In both instances 
these figures are after all charges, 
including provision for reserves. 
Profits realized on Government se- 
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curities, after allowance for taxes 
thereon, were also transferred to re- 
serves, 

“Gross operating income of $16,- 
$27,279 was $613,038 above 1945, 
largely as a result of a $1,031,961 
increase in interest on loans and a 
$409,305 decrease in income from 
securities, with a small net decrease 
in fees and miscellaneous income. 

“The shifting in the relative im- 
portance of loans and securities is 
accounted for by an expansion in 
loans, growing out of the reconver- 
sion, and by a reduction in security 
holdings, following the reversal of 
the Government’s wartime finan- 
cing program, as well as by 
the interrelationship in these two 
movements. The full effects of this 
shift are not reflected in the figures 
for the year; interest on loans, 
which represented 21 per cent of 


total gross operating income in 
1945, increased to 27 percent in 
1946, but in the month of Decem- 
ber it was approximately 32 per- 


cent of the total. Income from 
securities represented 65 percent of 
total gross operating income in 
1945, 60 percent in 1946 and in 
December was approximately 52 
percent of the total. 

“As interest realized on loans is, 
on the average, higher than the 
yields we obtain on securities, the 
increase in loan income is also, in 
part, attributable to this circum- 
stance. The expenses of handling 
loans, however, are considerably 
higher than those which apply to 
securities. Partially for this reason, 
but primarily because 1946 was a 
year of rising prices and increased 
activity throughout the Bank, 
operating expenses were $705,945 
above 1945, including an increase 
of $691,194 in salaries and wages 
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and an increase of $310,042 in rent 
and other expenses, offset to some 
extent by decreases in other items.” 


National City Earnings 


The combined net current op- 
erating earnings of the National 
City Bank of New York and the 
City Bank Farmers Trust Com- 
pany for the year 1946 were $18,- 
801,025 or $3.03 per share on the 
6,200,000 shares outstanding, an 
increase from $17,592,420 or $2.84 
per share for 1945. Adding net 
profits from sales of securities 
(after taxes), the total was $22,- 
788,344 or $3.67 per share com- 
pared with $25,525,953 or $4.12 per 
share in 1945. These earnings do 
not include recoveries which were 
transferred to reserves. 

Dividends totaling $9,920,000 or 
$1.60 a share were declared by the 
Bank and the Trust Company for 
the year, the same rate as for the 
second half of 1945. The Trust 
Company paid $620,000 of this 
amount. 

At the year-end, Capital of the 
Bank remains at $77,500,000. Sur- 
plus has increased to $152,500,000 
by the transfer of $10,000,000 from 
Undivided Profits. After this 
transfer, Undivided Profits are 
$29,534,614, an increase of $240,- 
$76 from a year ago. The Trust 
Company has Capital of $10,000,- 
000. Surplus of $10,000,000 and 
Undivided Profits of $8,097,020. 
The two institutions thus show 
total capital funds, that is, Capi- 
tal, Surplus and Undivided Profits, 
of $287,631,634 or $46.39 per share 
compared with $44.60 per share at 
the end of 19465. 

For the Bank alone, net current 
operating earnings were $17,579,- 
826 compared with $16,898,098 in 





THE BANKING LAW JOURNAL 


1045. Adding net profits from 
sales of securities, the total amount- 
ed to $21,291,718 compared with 
$23,725,059. 


Pell and Strong Promoted by 
U. 8. Trust 


United States Trust Company 
of New York has announced that 
Williamson Pell, president since 
1988, has been elected chairman of 
the board, and has been succeeded 
as president by Benjamin Strong, 
formerly first vice president. 

Election of Mr. Pell and Mr. 
Strong took place at the annual 
organization meeting of the board. 
The post of chairman of the board 
has been vacant since 1942. 


“Yonkers Through Three 
Centuries” 


The Central National Bank of 
Yonkers, N. Y., recently published 
a booklet, “Yonkers Through 
Three Centuries,” as a part of its 
contribution to that city’s observ- 
ance of its Tercentenary. 

The booklet — 16 pages and 
cover, profusely and attractively 
illustrated—is a pictorial history of 
Yonkers from its purchase by 
Jonkheer Adriaen Van Der Donck 
from the Indians in 1646 to the 
present day. Each picture in the 
book is accompanied by text which, 
in addition to describing the illus- 
tration, serves to supply a thumb- 
nail sketch of the figures and 
events which have contributed to 
making Yonkers history. 

The booklet is printed in gra- 
vure, brown-black and blue. Its 
production, editorial content, lay- 
out and design were supervised by 
Dudley L. Parsons, public relations 
counsel, 52 Vanderbilt Avenue, 


181 


New York. Design and layout 
were by LeRoy H. Appleton, ef 
Appleton, Parsons & Company, 
Ine. 


Regulation W Retarding 
Car Sales 


So far as automobiles and ap- 
pliances are concerned, Regulation 
W never had much effect during 
wartime, but it is now preventing 
veterans and other people from 
purchasing new cars or other ar- 
ticles that they have so long de- 
ired, William W. McCarthy, vice- 
preident, National Shawmut Bank, 
Boston, told the National Con- 
sumer and Instalment Credit Con- 
ference of the American Bankers 
Association recently. 


“The situation in automobile fi- 
nancing up to the present day,” 
Mr. McCarthy said, “can best be 
described by paraphrasing an old 
saying: ‘If we had some cars, we 
would have some instalment trans- 
actions, if we had some instalment 
buyers.’ To this might, also be 
added, ‘If we had no Regulation 
W.,’ 

“Along with the car shortage 
and because of the restrictive 
terms of Regulation W, a great 
many of us are being ‘priced out’ 
of the market. A medium-priced 
car sells in our area for about 
$1,800. One-third of this amount 
must be paid down either by trade- 
in or cash. The balance of $1,200 
can be financed in no longer than 
fifteen months. Under these cir- 
cumstances, a $1,200 balance, to 
which the purchaser or borrower 
must add the cost of credit as well 
as insurance, will require fifteen 
payments in the neighborhood of 
$90 per month. In the pre-war 
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period, the average instalment on 
automobiles was in the neighbor- 
hood of half that amount or less. 
Although incomes have increased, 
nevertheless the high costs of liv- 
ing, together with the present tax 
structure, sharply reduce the num- 
ber of our people who can meet 
present payment requirements. One 
of the results of Regulation W is 
that there are few time buyers. I 
have heard no estimates above 20 
per cent of the new car sales being 
financed; whereas, before the war, 
time sales approximated 45 per cent 
on new cars.” 


“Women in Banking” 


The Association of Bank Women 
has just published a 25th Anniver- 
sary edition of “Women in Bank- 
ing”—a 48-page survey of the part 


played by women in banking with 
statistics showing the number of 
women in the various states who 
hold official positions with banks. 

As of the end of 1945 it is shown 
that there were a total of 5,636 
women holding official positions in 
banks including 117 bank presi- 
dents and 328 vice-presidents. 

The booklet contains a great 
deal of useful information on 
women’s place in the banking 
world and the present trend to- 
wards an increasingly larger part 
in the operation and management 
of our banks. 

Copies may be obtained from 
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Catherine S. Pepper, c/o National 
City Bank of New York, 55 Wall 
Street. 


Year-End Bank Statements 
Reflect Treasury Policies 


The long upward trend of de- 
posits, resources and holdings of 
United States Government se- 
curities in commercial banks and 
trust companies in New York 
City came to an end last year, 
after reaching new high levels, 
comments J. E. McMahon in the 
New York Times. Condition 
statements of the fifteen largest 
institutions as of Dec. $1, 1946, 
showed that all three items were 
sharply below the totals for the 
preceding year-end —a reflection 
of the Treasury’s operations in 
reducing the national debt for the 
first tme in fifteen years. 

Combined deposits of the banks 
declined $4,951,221,000 to $93,- 
711,362,000, a drop of 17.3 per 
cent from the total for Dec. 31, 
1945, including a loss of $657,551,- 
000, or 2.7 per cent, in the last 
three months. Government with- 
drawals accounted principally for 
these declines, since commercial 
deposits rose in the periods. Re- 
sources on Dec. 31, 1946, aggre- 
gated $25,974,919,000, off $5,037,- 
190,000, or 16.2 per cent from the 
year before. The loss in the final 
quarter of 1946 was $637,001,000, 
equal to 2.4 per cent. 





BOOKS FOR BANKERS 


BOOKS 


CREDIT MANUAL OF COMMERCIAL 


LAWS. 1947 Edition, 786 pages. Pub- 
lished by the National Association of 
Credit Men, One Park Ave. N. Y. 
$7.00. This is the thirty-ninth edition 
of the handbook of the laws of trade 
published by the National Association 
of Credit Men. It summarizes, as 
briefly as completeness will allow, all 
the legal steps of credit (transactions 
from the moment that the order is re- 
ceived until the account is collected. A 
check list of these steps is provided as 
an introduction to the manual. 

That is not all. Should the account 
not be collected, the Manual gives a com- 
plete coverage of the laws of bankruptcy 
and of bankruptcy procedure. All the 
information the financial officer needs 
from the time the claim is first filed 
until the last dividend is distributed is 
provided. The recently revised bank- 
ruptcy act is included in full, together 
with the latest roster of referees in 
bankruptcy in the various United States 
District Courts. 

The Credit Manual again covers such 
subjects as sales and use taxes, export 
sales and credits, assignment of ac- 
counts receivable—with summaries of 
the state laws governing them—the “GI 
Bill of Rights” and the laws of Bonds 
for Public Works. Also, such more re- 
cent problems as the new OPA situa- 
tion, so-called “blank-check” orders and 
the latest revision of Regulation W are 
discussed at length. 

In these times of business flux, the 
basic laws of trade assume an im- 
portance to the credit and financial 
executive such as he has not encountered 
for many years. New businesses are 
springing up on all sides, and “war- 
babies” are trying out their legs to see 
if they can walk without the support 
of government guaranteed war-time 
backing. Hence the Manual again de- 
votes its major discussions to the laws 
of sales and contracts, corporations, se- 
cured sales and the like. 

The 1947 Credit Manual of Commer- 
cial Laws is the result of thirty nine 
years of effort to provide members of 
the National Association of Credit Men 


with a ready digest of laws governing 
their profession. During the years it 
has spread beyond its planned orbit, 
and is now relied on by many corporate 
officers who are not members of the 
Association. 


Pamphlets 


A SUGGESTED BANK COST AC- 
COUNTING PROCEDURE. By J. C. 
Gibson. Madison, Wis., School of Com- 
merce, University of Wisconsin. 1946. 
Pp. 31. $1. Based upon examination 
of bank cost procedures in actual prac- 
tice, this study sets forth a simplified 
method for determining the costs and 
profitability of each basic banking 
service. 

CAPITAL GAINS TAXATION. New 
York: Tax Institute, Inc., 150 Nassau 
Street. Pp. 106. The knotty problem 
of tax treatment of capital gains and 
losses is treated by a number of dis- 
tinguished participants in this volume, 
which is the first of the recently ini- 
tiated Tax Institute Panel Series. 

EARNINGS AND EXPENSES OF ALL 
INSURED COMMERCIAL BANKS 
IN 1945. New York: Bank Manage- 
ment Commission, American Bankers 
Association, 12 East 36th Street. Shows 
the earnings and expenses per $100 of 
deposits of all insured commercial banks. 

ESTATE PLANNING AND EDUCA- 
TION. Claremont, Calif. Public Rela- 
tions Office, Pomona College. Covers in 
digest form the relationships between 


Interested in 
banking books? 


Send for our complete 
catalogue 


Bankers Publishing Co. 


465 Main Street 
CAMBRIDGE 42, MAS6. 
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educational philanthropy and the prob- 
lems of estates, trusts and inheritance 
taxation. Gives the latest available in- 
formation on such subjects as gifts by 
anuuity contract, gifts by will, gifts by 
testamentary trust and gifts by living 
trusts for any education institution. 


FARM EQUIPMENT FINANCING BY 
BANKS. New York: Small Business 
Credit Commission, American Bankers 
Association, 12 East 36th Street. 1946. 
Pp. 31. This is a study of the most 
practical methods and operating proce- 
dures for farm equipment financing. It 
covers the financing of the dealers in- 
ventory as well as the retail financing 
of machinery and equipment bought by 
the farmer. 


FARM LOANS FOR VETERANS. By 
Dr. Van B. Hart. New York: American 
Bankers Association, 12 East 36th Street. 
Pp. 16. Outlines all of the factors that 
are involved and should be considered by 
veterans when seeking G. I. loans for the 
purpose of buying or equipping a farm 
or making repairs or improvements on a 
farm. 

FINANCING A HOME. By Ernest M. 
Fisher. New York: Advertising Depart- 
ment, American Bankers Association, 12 
East 86th Street. This booklet is de- 


INSTALMENT LOANS 


signed for distribution by individual 
banks to explain for the prospective 
home buyer the important problems to 
be considered in the financing of his 
purchase. 


TO SMALL 
BUSINESS. New York: Committee 
on Consumer Credit, American Bankers 
Association, 12 East 36th Street. This 
manual contains much information help- 
ful to bankers, including suggestions for 
the processing of credit, servicing of 
loans, and specimen forms required in 
this type of bank operation. 


LOANS TO WAR VETERANS: MAN- 


UAL OF PROCEDURE. New York: 
Committee on Service to War Veterans, 
American Bankers Association, 12 East 
36th Street. Available to members of 
A. B. A. Describes in full detail each 
of the eight important steps that must 
be taken in making a guaranteed or in- 
sured loan to a war veteran. Sets forth 
the responsibilities carried by the lender 
in servicing such loans. Illustrated with 
sample forms properly filled in, exam- 
ples of actual loans, ete. 


MANUAL OF LAWS RELATING TO 


LOANS AND INVESTMENTS BY 
NATIONAL BANKS. New York: 
National Bank Division, American 
Bankers Association, 12 East 386th 
Street. The manual is designed as an 
aid primarily to the loaning officers and 
investment officers of national banks. It 
carries the pertinent sections of the 
National Bank Act and includes also 
essential regulations and _ rulings of 
supervisory officials as well as germane 
portions of other statutes important in 
the work of such officers. 


ON THE JOB VETERAN TRAINING 


FOR BANKS. New York: American 
Bankers Association, 12 East 36th 
Street. 1946. Pp. 30. 25c. A com- 


plete analysis of the on-the-job training 
program for veterans as it applies to 
banking. 


THE CHANGING VOLUME AND RE- 


GIONAL DISTRIBUTION OF BANK 
DEPOSITS. By Clarence Tow. Kansas 
City, Mo. Federal Reserve Bank of 
Kansas City. 1946. Pp. 8. 


TRENDS IN AMERICAN PROGRESS. 


Minneapolis, Minn. Investors Syndi- 


cate. A collection of facts and figures 
showing the growth of economic life in 
America. 
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+ the end of 


many a rainbow— 


F You Go to the end of a rainbow, so 

the fairy tales say, you’ll find a pot 
of gold. 

Of course, no grownup believes this. 
But it’s surprising how many people be- 
lieve what amounts to the same thing. 

That is, many of us have a dreamy 
notion that somewhere, sometime, we'll 
come upon a good deal of money. We 
go along from day to day, believing 
that somehow our financial future will 
take care of itself. 

Unfortunately, this sort of rainbow- 
chasing is much more apt to make you 
wind up behind the eight ball than with 







a pot of gold. 


When you come right down to it, 
the only sure-fire way the average man 
can plan his financial security is through 
saving—and saving regularly. 

One of the soundest, most convenient 
ways to save is by buying U.S. Savings 
Bonds through the Payroll Plan. 


These bonds are the safest in the 
world. They mount up fast. And in just 
10 years, they pay you $4 back for 
every $3 you put in! 

P. S. You can buy U.S. Savings Bonds 
at any bank or post office, too. 


SAVE THE EASY WAY...BUY YOUR BONDS THROUGH PAYROLL SAVINGS 


Contributed by this magazine in co-operation 
with the Magazine Publishers of America as a public service. 
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Money isn7 EveRYTHING- 


(OR ts 17?) 


BY GROUCHO MARX 


HAT do you want to save up a lot 
of money for? You’ll never need 
the stuff. 

Why, just think of all the wonderful, 
wonderful things you can do without 
money. Things like—well, things like— 

On second thought, you’d better keep 
on saving, chum. Otherwise you’re 
licked. 


For instance, how are you ever going 
to build that Little Dream House, with- 


out a trunk full of moolah? You think 
the carpenters are going to work free? 
Or the plumbers? Or the architects? 
Not those lads. They’ve been around. 
They’re no dopes. 


And how are you going to do that 
world-traveling you’ve always wanted 
to do? Maybe you think you can stoke 


your way across, or scrub decks. Well, 
that’s no good. I’ve tried it. It inter- 
feres with shipboard romances. 


So—you’d better keep on saving. 
Obviously the best way is by con- 


tinuing to buy U. S. Savings Bonds— 
through the Payroll Plan. 


They’re safe and sound. And you get 
four bucks back for every three you 
put in! 


SAVE THE EASY WAY...BUY YOUR BONDS THROUGH PAYROLL SAVINGS 


Contributed by this magazine in co-operation 


with the Magazine Publishers of America as a public service. 





